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- REPLY OF KANSAS CITY SOUTHERN, THE KANSAS CITY SOUTHERN RAILWAY
v COMPANY, GATEWAY EASTERN RAILWAY COMPANY,
~  THE TEXAS MEXIC?NNIEAILWAY COMPANY
TO ADDITIONAL COMMENTS FILED SEPTEMBER 30, 2004
Pursuant to the order of fhe Surface Trahsportation Board (“STB” or “Board”) served
August 3 1,»2004 herein (“becision No. 117),' Kansas City Southern (“KCS” or “Appliqant”j,
The Kansas City Southern Railway Company (“KCSR™), Gateway Eastern Railway Company
(“Gateway Eastern™), and The Texés Mexican Railway Cémpany i(“_Tex Mex” or “TM”) hereby
reply to the four sets of additional commenfs filed on'September 30, 2004.2 KCS and Tex Mex
" will not rrepeatbhere their detailed rebuttal filed September 2, 2003 (“KCS-iS/;T M-177), but rather

will respond to the limited issues raised by the final four sets of comments.

' Kansas City Southern-Control-The Kansas City Southern Railway Company, Gateway Eastern
Railway Company, and The Texas Mexican Railway Company, STB Finance Docket No. 34342
(“KCS-Control-Tex Mex”), Decision No. 11 (served August 31, 2004).

% Ie., comments ﬁied by The National Industrial Transportation League (“NITL”); The U.S.
‘Department of Transportation (“DOT” or “Department”); Canadian Pacific Railway Company
(“CP”), and Union Pacific Railroad Company (“UP”).
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INTRODUCTION AND F RAMEWORK

A. * Brief Procedural Hlstorv

JI;St over one year ago, the Board issued Decision No. 10, suspending ‘the procedural
schedule in this/matter. Before that decision was served, KCS, Tex Mex and commentors alike
had submitted all of fheir scheduled ﬁliﬁgs in the proceeding, compiling ‘a fully—developed |

record. However, in light of TFM, S.A. de C.V.’s (“TFM’ s”) repurchase of the stock of Mexrall

Inc. (“Mex_rall”) from KCS, the Board suspended the procedural schedule until such time as
“KCS demonstrates that there is a reasonable likelihood that it will be able to acquire control of
Tex Mex.” Decision No. 10, slip op. at 3.* The Board’s decision also required KCS to submit
status réports to the Board every third monfh, and more often if events Wanantéd. Id.

‘Following several tri-mdnthly status reports, KCVS on _August 16, 2004 suBmitted a
special status feport, notifying the Board that KCS had reached a revised agreement with TFM
and its principal shareholder Grupo TMM, S.A. (“TMM”) to again acquire the stock of Mexrail.
KCS_provided a copy of the revised agréement with the notice, and asked the Board to reinstate
the procedural schedule and to move forward in deciding KCS’s abpliéation. On August 31, the
Board served Decision No. 11, granting KCS’s request, reinstating the prbcedural schedule and
calling for afinal round of comments addressing changes to the quﬁisition Agreement.. In

response, four parties filed supplemental comments. None request denial of the application,

3 KCS-Control-Tex Mex, Decision No. 10 (served October 8, 2003).

* The Board suspended the procedural schedule only because KCS appeared unable at that time
to complete the Tex Mex transaction. The disruption of the TFM transaction was not, as claimed
by DOT (see DOT’s September 30, 2004 comments — DOT-7 - at 1-2), a basis for the Board’s
suspension order.



though all request one or more conditions on approval of the application. KCS and Tex Mex
hereby reply to those conﬁnents.

B. The Appropriate Legal Framework For Approval of a Minor Transactlon

In determining whether to grant this application and whether to unpose conditions, the

Board must determme whether substantial compet;t;tv_e harms are likely to result from the
transaction. If it cencludes that such harm will net oceuf, the Board need not even consider
Whether the transaction benefits the public interest.” Even if it concluded that such harms would
occur, however, the Board would nevertheless be required to grant the application unless it fohnd
that the projected harm outweighed the benefit to the public interest of granting the application
and could not he sufficiently ameliorated by conditions. E. g Hlinois Central Corporation A;;d
llinois Centfél Railroad Cbmpany—Control—CCP Holdings, Inc., Chieago, Central & Pacific
Railroad Compvany And Cedar River Railroad Company, 1996 STB LEXIS 157 at *7-*8 (served
May 14, 1996).

 Parties opposing the application or seeking conditions bear the burden of proVing
competitive harm and any such showing must be made by substantial evidence.® To warranta
condition, the alleged harm must be substantial; it must be more substantial than just “some
harm,” and cannot be small or merely transitory. See Wisconéin Central Transportation

Co@oraﬁon-Continuance In Control-Fox Valley & Western Ltd., 1993 MCC LEXIS 106 at *5-

> The public interest standards of Section 11324(c) de not apply to minor transactions. See
Hllinois v. Interstate Commerce Commission, 687 F.2d 1047, 1053 (7th Cir. 1982).

S Kansas City Southern Industries, Inc.-Control-Midsouth Corporation, Finance Docket No.
32167, 1994 ICC LEXIS 75 at *5-*6 (served May 4, 1994). Sée also Rio Grande Industries,
Inc.-Purchase and Trackage Rights- Chicago, Missouri & Western Ry. Co., 1989 ICC LEXIS
284 at *35 (served Sept. 27, 1989)(“The statute thus cleaﬂy puts the burden on an opposing pafcy
to prove competitive harm.”).



: *6 (served Jﬁly 23, 1993) (analysis under former Sectioﬁ 1 1344(d)). The harm must also be to
competitiéﬁ, not harm to a péﬁicular railroad competitor. mk;consin Central T ransportqtidn
Corporation-Continuance In Cor‘m.*ol—Fox Valley & Western Ltd., 1992 ICC LEXIS 279 at *10
(Dec. 4, 1992) (‘;A showing of expected substantial harm to éparticular competitor as a result of
a trénsaction is not equi;falent to a showing of harm to competition.”). no party haskproduced 7
substanﬁél evidence that the KCS/TM transaction or, for that matter, the KCS/TFM transaction,
- will result in substantial harm to competition so as to f)varrant imp‘osition of a condition.

Some commentors have sought in this proceeding to alter this statutbry standard.” These
commentors do not focué on the transaction that is subj ect to the Board’s jurisdiction and |
approval - the KCS/TM transaction - but rather want this Board to act as vif it has /juﬁsdiction ’
over KCS’s efforts to acquire TFM, then examine the competitive effects of that transactionv
using the policy and sténdards of the major merger rules, and then condition the KCS/TM
transaction on alieged effects arising out of the KCS/TFM transaction. These commentors, in
particular UP and CP, have renewed such requests in their September 30, 2004 additional
comments. As KCS hasrsaid throughout";his proceeding, there are serious jurisdictional and
legal problems associated with sﬁch an approach. Furthermore, as discussed subsequently
herein, Section I, infra, nof only are there significant legal issues Wlﬂl respect to various

parties’ requests to condition this transaction based on alleged effects arising from the KCS/TFM

7 DOT for example, advocated in its September 2, 2003 comments (adopted by reference in its
September 30, 2004 comments) that, although the transactions did not involve a merger of two
Class I carriers, the Board’s rules governing such mergers should nevertheless be applied
because of the importance of the Laredo gateway. Of course, these attempts to alter the statutory
standards applicable to this case must fail. The Board cannot treat this case as a merger of Class
I carriers without violating both the ICC Termination Act of 1995 (“ICCTA™) and the specific
terms of the Board’s own regulations. See 49 C.F.R. §1180.1 (“General policy statement for
merger or control of at least two Class I railroads” [emphasis added]), and 49 C.F.R. §1180.0(b)
(waiving application of the major merger regulatlons to KCS).



transaction, but even if the Board could condition this transaction on that basis, no party has 7
'shown, either in its original comments or its supplemental comments, that the proposed
KCS/TFM trans'acti(jn will have anticompetitive effects warranting imposition of a cbnditic’»n.

C. A Brief Review Of The Prev10us Record Shows That No Partv Has Met The
Burden Of Proof For Imposition Of A Condition

"I'he record assembled before the Board prior to suspensmp of the proce(iural' schedule
fully supported é‘ grant of KCS’s application without conditions because no competitive harm
from the transactioh had been, or indeed could be shown: The uricontested record shoﬁed that
no shipper would lose a competitive alternative as a result of thiS transaction. Indeed,
competitive alternatives will Be strengthened because KCS control of Tex Mex will make Tex
Mex a stronger railroad connection for both KCSR and BNSF.

In their filings last year, commentors addressed a wide range of issues, including issues
related to KCS’s proposed acquisition of a controlling stock interest in TFM. Shippers
overwheimingly supported the transaction, while KCS’s competitors, principally BNSF and UP,
sought to gain competitive advanfage through a variety of requested conditions. These

_conditions included BNSF’s request for a ﬁve-yeér freézé on Tex Mex and TFM divisions for
traffic 1nterchanged with BNSF, and UP’s requests for the Board to (a) inject itself i 1nt0 the
detalls of how the International Rail Bndge at Laredo is operated, and (b) create a system that

“would control TFM’s rates for sh1pments interchanged with UP. All of these rgquested

- conditions were based on a series of hypothesized anticompetitive actions that‘ KCS theoretically
might take, none of Whiéh were shown to be either likely or substantial. |

For its part, KCS repeated again and again its comrhiﬁhént to keep the Robstown and
Laredo gateways open on commercially reasonable terms. E.g., Transcript of July 31, 2003

hearing before the Board (“7/31 Transcript™) at 13 (testimony of Michael R. Haverty) and‘ 165
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- (testi;nohy of Gerald K. Davies). It stated that it did not‘have any plans to change the geutraiity
of the operéltion of the Laredo bridge, 7/31 Transcript at 10 (testimony of Michael R. Haverty)
and 167, 1_73-17'5 (testimony of Gerald K Davies), nor did KCS plan to altér the operations of
TFM because KCS might gain cdntrol of the majority shares in that company. 7/31 Transcript at’
166, 175-176 (testimony of Gefald K. Davies). KCS pointed out that the majority of traffic -
haﬁdled by TFM and Tex Mex was, respectively, traffic interchainged with UP and BNSF and
was, in.one §vay or another,“captive to UP and BNSF or at least n0t> available to KCS. E.g., 7/31
Transcript at 10, 11 and 13 (testimony of Michael R. Haverty), and 160-162 (tésﬁﬁdriy of Gerald
K. Dévies); KCS-18B/TM-17B, Rebuttal Verified Statements of Gerald K Davies (Tab F) at 10-
12 and Bengt Mutén (Tab G) at 4-8. Therefore, anticompetitive actions that crippled UP’s or
BNSF’s ability to handle such traffic, KCS pointed out, would simply move traffic off of TFM
and Tex M¢X, aresult antithétical td KCS’S interests as a stockholder of each. KCS-18B/TM—
17B, Rebuttal Verified Statement of Gerald K. Da\deé (Tab F) at 10-12.
Moreovgr, the evidence showed that KCS control of Tex Mex would enable KCS to share
- resources more fully with Tex Mex. KCS/Tex Mex Api)lication (“KCS-3/TM—3/”), Operating
Pian at 227-230. These resoﬁrces ﬁll give Tex Mex added marketing capabilities, greater access-
to engineering and other specialized expertise, access to a larger fleet of equipment, greater
access té capital needed for infrastructure, and other benefits not previoUsly‘l available to Tex
Mex. 1d., ‘and KCS-3/TM-3 at 139-142 (V. eriﬁed Statement of James L. Riney) and 145-148
(Verified Statement of Steven L. Hefley). These added resources will nﬁal_(e Tex Mex a stronger
link in U.S.-Mexico trade, aiding ﬁdt oniy KCSR but also BNSF in competiﬁg against UP.
The record shows that shippers understand the pro-competitive benefits of KCS control

of Tex Mex. Over 90 shippers and shortline carriers that originate or terminate traffic submitted



statements supporting KCS’s apphcatlon E.g., KCS 3/T M 3 at 232-312 (support statements)

, 7/31 Transcnpt at 95-150 (testlmony of Rick Webb, Edward P. deZevaIlos Chrls Osen William
J. Fellows, Gary A. Beachner, Albert S. Foley and Ned Wright). Impressively, the U.S. _

; Department of Agrieulture, which erdinarily has opposed recent rail consolidations, testified in
favor of the KCS-T exMex proposal.» 7/31 Transcript at 28-37. In addition, the NITL, with
approximately 7007 shippet and carrier members, endorsed the KCS application along with

KCS’s agreement with the League to implement pro-competitive ptotections for shippers if it

gained control of Tex Mex and/or TFM. See NITL-3. NITL renewed that support inits *
September 30, 2004 comments, NITL-7.

F ar front threatening a likelihoed of substa_ntial competitive harm, KC‘S control of Tex
Mex promises a likelihood of strengthened competition. Thjs conclusion is not altered when one
considers KCS’s plans to acquire conttol of TFM. Accordingly, and in light of the vast
competitive strength and leverage of the other rail carriers serving Mexico directly — UP and

, BNSF, each of Which dwarfs KCS in terms of number of points served and each of which has

access to multiple Mexico gateways — the record assembled last year showed that this application
should be granted without imposing the burdensome cenditions sought by KCS’s competitors to

protect their own interests.

D. The Changes That Have Occurred Over The Past Year Provide Further Sugport
For KCS’s Position

The Board’s August 31, 2004 decisiort (Decision No. 11) to resume the procedural
schedute provided parties with an opportunity to a;idress the‘ changes in the KCS/TM transaction
and to pgevide evidence on whether or not the eVent_s of the petst year have changed the
fundamental pro—com.petitive nature of the transaction before the Board. As noted, only three

parties filed additional comments expressiﬁg any concern about either the KCS/TM transaction
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or the KCS/TFM transaction. Ultﬁnately, these comments raise three issues requiring further
discussioﬁ -1 whether to impése céndiﬁons requiring the Boafdto micromanage c;perations of
the International Rail Bridge at Laredo; (2) Whethef additiénal commitments are necessary to
maintain the Robstown interéhange &ith 'BNSF; and.(3) whether the Board can or shoula seek to
manipulate pﬁcing of service options on TFM in Mexico in order to protect UP’s and CP’s |

‘ divisions. Each of these issﬁes is addressed in detail in Sections L II, and III; infra, but before
bdoing 80, it is important to briefly discuss the factual changes that have occurred in the past year.
These factual changes only providefurther support for one ﬁmdamental truth — that both the
KCS/TM transaction and the KCS/TFM transaction are pro-competitive in nature.

1. This Transaction and The TFM Transaction Remain Independent But
Related Transactions ‘ : :

The revised KCS-TEM-TMM agreement for KCS to acquire the controlling sharés of |
Mexrail is in all maferial respects the same as that originally presented to the Board. Meanwhile,-
as KCS said repeatedly last year, the> TFM transaction remains a separate but related niatter, with
KCS and TMM not yet in agreement to move forward and néeding to seek renewed Department -
of Justice review if that transaction is to proceed. ‘

The revised Stock Purchase Agreement for KCS’s acqﬁisition of Mexréil%s stock is not
' matcrially different from the April 2003 agreemént for the transaction. - The substantive
differences between the original and revised agreements are:

e Now, TFM has no right to repurchas¢ the Mexrail stock.
* Now, KCS has an obligation, not merely an option, to acquire the remaining

‘Mexrail shares. That acquisition must be completed by Octobér 31,2005.
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¢ - Now, certain Tex Mex debt to TMM and TFM has been or shortly will be
| repaid, while most Tex Mex debt to TFM has beexi capifalized, rather than
being assumed in the acquisition.

‘s Now, KCS has »obligated itself in the agreement to abide by known current
written agreements governing yoperation of the Laredo Bridge, and has given
TFM the 5-year right of first refusal to reacquire the north_v half of the bridge

" should a KCS-controlled Mexrail atternpt to sell that half of the bridge.

These ehanges to the agreement are immaterial to the Board’s cohsideratiori of the
hmrted issues before the agency. F1rst TFM’s lack of a repurchase option merely means that the
Board can expect to move forward to completion of this proceeding without further 1nterrupt1on
Second, KCS’s obhgatlon to purchase the remaining Mexrail stock by October 31, 2005 is
immaterial because once the agency appreves common control, further increasing one’s
ownerShip interest does not require further approval.® Third, o party has raised an issue with
respecr to the financial aspects of the Mexrail acquisition, so contract proifisions relating to
reﬁayment and capitalization of debt do not raise matters of concern to the Board. Fourth, the |
contractual provision that KCS will honor the bridge agreements that are already of record in this
- proceeding, and which would allow TFM to purchase the bridge even if the TFM acquisition

proposal is not completed, merely reinforces the security that all parties should feel about bridge

8 See Union Pacific Corporation, Union Pacific Railroad Company and Missouri Pacific
Railroad Company—Control—Chicago and North Western Transportation Company and
Chicago and North Western Railway Company, Finance Docket No. 32133 (ICC served March
7, 1995) (“UP-CNW”), slip op. at 59, citing Canadian Pacific Limited and Soo Line
Corporation—DPetition for Declaratory Order, Finance Docket No. 31592 (ICC served Jan 18.
1990). (It should be noted that in UP-CNW, the Board’s evaluation of the later-contemplated
acquisition dealt with parties already subject to its jurisdiction in the primary application.)
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operations. In short, the changes to the Mexrail stock purchase agreement do not raise any new

iééues before the Board. No party raised issues about these changes in its September 30, 2004

, comments

- The relationship between the transaction before the Board and KCS’s proposal to acquire
a controlling interest in TFM likewise is not materially different now than it was in 2003; that is,
they remain separate, albeit related, transactions. However, while the KCS/TM transaction is a
definite, the KCS/TFM transaction, if it is to move. forward, is still subject toej(tensive
negotiations between TMM and KCS and further review by appropriate authority other than the
Board. While KCS remains hopeful that it will reach an agreement with TMM regardlng control
of TFM, there are stili outstandmg issues that need to be negotiated. Notw1thstand1ng these
outstandmg commercial issues, KCS has moved forward with obtaining appropriate regulatory
approvals in Mexico. KCS has obtained approval of tlie Mexican Federal Competition
Commission’ and the Mexican Foreign In&estment Commission (“FIC”).IO However, last year’s
Hart—Scott-Rodino anproval by the U.S. Department of Justice has expired anci will have to be
sought again (assuming a similar transactional structure) once the parties have reached an
agreement to move forward on the TFM acquisition.

In short, the relevant facts about the revised Mexrail stock i)mchase agreement and the
separate proposal for KCS to acquire a controlling interest in TFM are fundamentally the same
noxiv as they were when the Board suspended the procednral schedule last October. As a
consequence, KCS’s( previous evidentiary ﬁiings establishing the pro—competitiize nature of the

proposal before the Board remain valid and compelling,

? Approval extended to April 5,2005. See October 8, 2004 Status Report to the Board.

10" Approval granted to October 5, 2005. See October 6, 2004 Status Report to the Board.
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2. The Past Year Proved Pacer’s Request for Board Management of MCS
Implementat1on on Tex Mex Was Unnecessary

Last year, Pacer Internatlonal, Inc. (“Pacer”) argued that nnplementation of KCS’s
Management Control System (“MCS”) on Tex Mex could lead to substantial op&ational
( problems on Tex Mex, and requested the Board to intervene in the planning and implementation
of that changeoner. Without such steps, Pacer predicted that MCS implementation ‘;could cause
severe train delays and congestion throughout the new NAFTA Rail network and thevnetworks of -
other carriers, including taking down the Laredo Bridge for periods of time.” PI-4 a;( 16.

Centrary to Pacer’s prediction, MCS was implemented on Tex Mex in April 2004 -
without significant difficulty. Under a contract between KCS and Tex Mex, ! implementation of
MCS was planned and effectuated smoothly by KCS and Tex Mex personnel, without any major
train delays and without any need-for public comment or Board approval as requested by Pacer.
This system ie already yielding benefits for Tex Mex. It has, for ea{alnple, allowed KCS and Tex
Mex to direct TFM how to block northbound trains te minimize operational complexities an(i to
prevent Tex Mex flrom having to switch traffic enroute from TFM to KCS. This makes the
- TFM-Tex Mex-KCS routing more efficient and more competitive. The Board intefvention
requested by Pacer i‘nbtl‘lese day-to-day operating issues would have added nothing to
implementation of MCS on Tex Mex. Pacer did not renew any of its pﬁor cofnments‘ on -

September 30.

' The MCS implementation on Tex Mex was tailored, however, to prevent sharing shipper data
that would be improper prior to approval of this application.
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3. The Past Year Has Shown That Norfolk Southern’s Concerns About
Investment in the Meridian Speedway Were Misplaced

The kpast year has also dispelled the concerns expressed by Norfolk Southern Railway
Company (“NS™) that efforts to control Tex Mex and TFM would divert KCS’s attention from
the Meridian Speedway. Since March 2003, KCS has taken the following steps, in addition to
normal maintenance, to improve the capacity and operations of the Meridian Speedway:

o Completed a new siding at Bovay, LA, enabling opposing trains to pass and allowmg
staging of trains at Vicksburg, MS;

o Made improvements to the Shannon siding, including removal of three grade crossings;

o Completed an 8500-foot extension of the siding at Gibsland, LA, providing a 9800-foot
siding with no road crossings;

o Constructed a new, 8500-foot siding at Morton, MS, between the Brandon and Lake
sidings, cutting the distance between s1d1ngs by half and cutting tram wait time by 45
minutes to an hour; ,

o Purchased 2+ acres of land at Vicksburg, MS, in order to reduce the curvature of the main
line at Vicksburg and reduce the nsk of derailments (KCS has already begun to realign
the line at that location);

o Double tracked the main line at Jackson, MS, between the CN connection and the west
end of J ackson;

o Begun grading for double tracking the main line between Monroe and Magenta, LA, to
separate the main line from yard operations in order to increase train velocity;

o Begun grading for two 6800-foot receiving tracks in High Oak Yard at Jackson, MS;

o Begun construction of a 40-car set out track at Gibsland, LA, to allow trains to pick up
local traffic without using the passing siding;

o. Made improvements to the ties, track and switches in Deramus Yard at Shreveport; and

o Begun expansion of the DeQuincy, LA yard.

In addition, KCS has installed approximately 30 power switches on tlie Meridian
Speedway during the 2002-2004 periods, and entered intora corridor grade crossing safety
improvement agreement with the Mississippi Department of Transpottation, providing for
warning level upgrades, crossing closures and cher changes affecting all 88 crossings betwe’en

Meridian and Vicksburg. These capital improvements on the Meridian Speedway show that
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NS’s concerns that investments would not be made on the Speedway were misplaced. NS did
not reiterate those concerns on September 30.

4. The Past Year Has Shown That UP’s Concerns Regarding Operations And
Capacity At the Laredo Bridge Were Unfounded

Despite evidence that operations and capacity‘ at the Laredo bﬁdge have sigrﬁﬁcanﬂy
impféved in recent years, UP claimed in its 2003 comments (as it does in its Septembér 30,2004
filing) tﬁat new bridge operating protocols are needed. Yet, despite UP’s assertions, operations. -
at the bridge during the past year have continued smoothly, with all involved parties continuing
to cooperate and coordinate on their operations at the bridge. In fact, TFM, with Tex Mex’s
support, undertook a new initiative with UP to further improve operations at the border créssing,
agreeing td ihspect northbound trains to be interchanged by TFM to UP in accordance with
Federal Railroad Administration (“FRA”) requirements so that UP could avoid repeating the
inspections in UP’s downtown Laredo yard. UP’s application to the FRA, seeking an FRA
waiver to ailow movement of TFM-UP trains into the U.S. without a UP Laredo inspectioﬁ,
recites a number of Vimprovements that the proposal will bring to cross-border operations at
Laredo. See Supplemental Veriﬁed Statement of Erasmo Santos, attached as EXhibit B hereto
(“Supplemental V.S. Santos™) at 71 & 72. The bridge is also operating fluidly and has
sigrﬁﬁcént additional capacity. Supplemental V.S. Santos at 71 & 72; Supplemental Verified ’
Statement of Gerald K. Davies, attached as Exhibit A i'lereto (“Supplemental V.S. Daviés”) at 58. |
Pending regulatory chaﬁges may create even more fluidity. (See Section I.A.1, infra.) In short,
although UP’s and DOT’s comments Will bé addressed in detail below, nothing fhat has occurred
over the past year supports UP’s previous assertions about thé alleged lack of capacity on the .

bridge.
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5. The Past Year Has Proven That Private Sector Solﬁtipns Can Work
- Without The Need For Government Intervention

BNSF’s 2003 comments disclosed thaf it.entered a S-year rate agreement with Tex Mex

~ in December 1998 setting forth the various rates and rate factors (divisions) that BNSF could use
in m:;u‘keting BNSF joint-line service to Mexio;o through the Laredb gateway. That agt'eement
was set to expire in December 2003. Not /satisﬁed with KCS’s commitment to continue
providing BNSF with a Robstown interchange for Laredo-bound traffic or with the NITL
-agreement, which implemented KCS’s commitment, BNSF asked the Board to freeze Tex Méx’s
(and TFM’s) divisions in place for another five years. ‘

With KCS’s knowledge, Tex Mex granted BNSF a one-year exténsion of the BNSF-Tex

" Mex rate agreement, which is now set to expire on December 31, 2004. Furthermore, when KCS
announced its renewed agreement to purchase control of Mexrail and Tex Mex, BNSF and KCS
again began discussions to address some of BNSF’s concerns and to addréss some of KCS’s
concerns about tﬁe need to provide adequate revenues to the Tex Mex, which in the past has Been
losing money. These discussions have proven fruitful, and KCS and BNSF have reached an
agreement which, combined with the NITL agreement, KCS believes should address BNSF ’s
concerns. In an indication thét KCS’s Eelief is correct, BNSF has not fenewed its request for
conditions inr the latest round of comments.

Such discussions were simply an outgrowth of KCS’s continued commitments
thfoughbut this proceeding to work with any party to address issqes in the context of privately
negotiated solutions without the need for STB intervention. KCS believes stfongly that it Will be
able to work to gethgr with BNSF on a going—forbvérd basis to provide invigorated competitive
alternatives to UP’s service over Laredo. Likewise, KCS believes it can work with all parties to

develop mutually acceptable agreements. It is the marketplace that best resolves issues and it
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can do so without thé ‘need for governxﬁent oversight or the ability for parties fo uée governrhent

iﬁposed solutions if they do not get their way in pn'vat‘ek sector negotiaﬁons. ‘ |
ARGUMENT

L. UPS SEPTEMBER 30 COMMEN"I‘S DO NOT ALTER THE CONCLUSION

THAT EXISTING AGREEMENTS AND PROTOCOLS FOR OPERATION OF

THE LAREDO BRIDGE ADEQUATELY ENSURE NON-DISCRMINATORY

TREATMENT : ' :

In its September 30 additional comments, UP once again claims that the existing e
agreements governing dispatching and control of the northern vhalf of the International Rail
Bridge at Laredo (“Laredo Bridgé”) are inadequate to prevent KCS from using its control of Tex
Mex to “’disadvantage” UP-TFM routings. UP wants the Board to impose-a condition requiring
VKCS to negotiate a new protoé:ol with it and, absent KCS’S consent to such a nevs// protécol, UpP /
asks to have such a protocol developed and imposed by the Board. KCS and Tex Mex
extensi{/ely addressed this argument in their September 2, 2003 Rebuttal Comments, see KCS-
18A/TM-17A at 16-24', and nothing has oecuﬁed over the past year to change KCS’s
conclusions. Nonetheless, given that UP has again addressed the issue, it is important to briefly
address UP’s renewed cormﬁents and to again éhow,why UP’s suggested condition is

unwarranted and unnecessary and should be rejected.

A. UP._Has Not Established That KCS’s Control Of Tex Mex Will Cause
Competitive Harm At The Laredo Bridge

Like Iést year, UP-has producéd only meritless speculation that KéS’S control of Tex
Mex and the north end of the Laredo Bridge will harm competition. UP’s speculation does not
meet the statutory test that a party seeking conditions must meet; i.e., demonstrating by
substantial evidence a likelihood of substantial harm to cqmpetition. ‘ In a minor transaction such

as this, a party requesting a condition bears the burden of proving that the condition is needed to »
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_remedy a harm that is both likely and substantial. The proposed condition also must be narrow

. in scope. UP has not made tilgse shqwings. In fact, UP actually agrees with KCS and Tex Mex

' .that the bridge is now operating well. UP’s speculative and sﬁspect claims that problems may |
arise in the future do not justify the sweeping conditions UP requests.

L. The Agreements Have Worked In The Past And They Will Work For The
Future

R For over fifty years, the existing agreements and protocols have governed operation of
the Laredo Bridge without to our knowledge incident or complaint of any systemic problem
(except for the amount of compensation to be paid by UP to Mexrail and Tex Mex); In fact,
KCS, Tex Mex and UP all agree that efficiency in the operation of the bridge is probably at an
a]l-time high. Last August, UP’s witness Steve Barkley testified to the smooth operation of the
bridge:

In recent years, the three railroads that use the Laredo Bridge have made great

strides in improving the efficiency of movements over the Bridge. . . . In addition,

the railroads have made extensive efforts to improve their operating practices, so

that movements across the Bridge are as fluid as possible. . . . In recent years, the

railroads have worked hard to coordinate the timing of movements over the

Bridge. . ©. In addition, the railroads have pre-blocked cars for each other,

allowing some trains to bypass the yards of the receiving carrier in the Laredo

area. . . . The many operational improvements the railroads have made over the

years, along with infrastructure additions and improvements in government

- clearance and inspection procedures, have resulted in major improvements in

efficiency.
Union Pacific Railroad Company’s Comments (UP-7B), Verified Statement of Stephen R.
Barkley at 5-8. -

All of these improvements occurred while KCS: (i) owned a substantial minority interest
in Mexrail and an indirect interest in Tex Mex; (ii) was responsible for dispatching of Tex Mex’s

operations; (iii) had representation on the boards of Mexrail and Tex Mex; and (iv) had super-

majority provisions at TFM and Grupo TFM that could block certain corporate actions
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' undertaken by Tex Mex or TFM In other words, KCS was part of the cooperative effort that has
1mproved the efficiency of operatlons over the Bridge during the last few years. KCS
participated in and supported these actions because it was in its economic interest to do so.
Nothmg in these transactions will change those economic incentives.

| As amatter of fact, and despite the lapse of nearly 14 moilths since Mr. Barkley’s
statemerit, UP still has not come forward with evidence of any competitive problem with the
oi)eration of the bridge under the euri'ent agreements or proof that KCS Will. take a different
approach.'? UP has been unable to cite to even one example where KCS will take a different
- approach than what has been taken in the past or ‘where KCS has not supported the cooperative
actions undertaken by Tex Mex or TFM with respect to the Laredo Bridge. The record before
the Board eviscerates atny contention that the operation of the Laredo Bridge 1s causing, or is
likely to eause, coﬁipetitiye problems requiring the imposition of conditions in this transaction.

Because KCS has no plans to competitively disadvantage UP by changing the bridge -

operations (see Supplemental V.S. Davies at 58; YSupIilement'al V.S. Santos, 71 and 72), it is not
surprising that UP has been unable to establish that KCS has future incentives to use its control
of Tex Mex to discriminate against UP. KCS has had and will have the same incentives as Tex
Mex—to put as much traffic as possible over the bridge to maximize revenues to both Tex Mex
and TFM. As Chairman Nober noted at the July 31, 2003, Public Hearing and as Mr. Davies

notes in his Supplemental V.S.:

> UP also has not disproved KCS and Tex Mex evidence that the bridge has substantial
available capacity. See 7/31 Transcript at 174 (testimony of Gerald K. Davies). See also KCS-
18B/TM-17B, Verified Statement of James L. Riney (Tab C) (“V.S. Riney”) at 4. Substantial
unused capacity remains available today. Supplemental V.S. Davies, Exhibit A at 3;
Supplemental V.S. Santos, q 5.
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[1]f it were in KCS’s larger interest now to raise rates, constrain UP’s use, or
~ otherwise manipulate UP’s use of the bridge to try to derive more revenue for Tex
‘Mex, the same actions would have been in Tex Mex's interest in the last several .
years as well, but those actions did not occur. Chairman Nober is right. It did not
happen then and it will not happen in the future. :
Supplemental V.S. Davies at 58. o |
If anything, the future offers the p'rospect of even further improvement in bridge
opera’aons under the ex1st1ng agreements As Mr. Rmey testified, it is anticipated that train
speed through the gamma ray scanner at the Laredo Bridge will eventually increase. V.S. Rlney
at4. Also, UP, TF M, end Tex Mex have recently cooperated on a waiver petitien to FRA13 to
eliminate duplicative train inspections. If granted, the waiver should eliminate a source of
potential delays in moving TFM-UP trains through Laredo. Supplemental VS Santos, at 72-73.
Finally, a recent change to FRA drug testing regulations also holds out the possibility that trains
may not have to be stopped on the bridge to change crews,' potentially eliminating another
source of delay in moving trains over the bridge.
2. UP’s Concerns Are Speculative And Unfounded
‘ As the basis for itsvclaim that the KCS/TM transaction will harm competition at the
Laredo Bridge, UP asserts that control of Tex Mex by KCS might, just might, allow KCS to

interpret the existing Bridge agreements in a way that UP says would disadvantage them. Of

course, neither KCS nor Tex Mex has interpreted the existing agreements in the way UP

B Um'en Pacific Railroad Company Request for Air Brake and Inspection Waiver, FRA-2004-
- 18746 (filed July 29, 2004) (“UP’s FRA Waiver Petition™). . ,

14 See 70 Fed. Reg. 19270 (April 12, 2004) (notice modifies regu]atlens with respect te

employees of foreign railroads to allow them to operate trains up to 10 route miles into the U.S.
without having to comply with certam portions of the drug and alcohol testing regulations).
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suggests, nor that Would,it be in KCS’é economic interest to do. Supplemental VS Davies at
57; Supplemental V.S. Santos, at 71.
UP claims that “Tex Mex has argued that its southbound trains, or blocks of cars TF Mis

sending northbound to Tex Mex, should receive 50 percent of the available slots,” UP-7B, V.S.

Barkley at 9, though “To date, TFM’s Border Superintendent has resisted the Tex Mex
| arguments » Id. at 10. However, TFM’s Border Superintendent Erasmo Santos testified that
such arguments were never rnade to him," and Jim Rmey, General Manager of Tex Mex, said
- that there was “absolutely no basis” for UP’s claim. V.S. Riney at 6. Mr. Santos likewise
rejected UPfs suggestions that he would favor KCS or Tex Mex, V.S. Santos at 3, or that, with
his office in UP’s facilities in downtown Laredo, he was any Iess available to UP than _
previously. Id. at 4. In his Supplemental V.S., Mr. Santos reiterates these poinfs. Likewise, Mr.
Davies addresses UP’s argument in his Supplemental V.S. and explains why it would be against _
KCS’s econornic interest to adopt the interpretation suggested by UP, especially given that there
is plenty of capacity on the Lafedo Bridge. Supplemental V.S. Davies at57-58. In the end, UP’s
claim that KCS or Tex Mex will take actions to deliberately discriminate against UP at the v

Laredo Bridge is thoroughly refuted by those with first-hand knowledge of the facts.'®

5 “During the nine years that I have been employed by TFM, no one from Tex Mex has ever
made such an argument.” KCS-18B/TM-17B, Vol. 2, Verified Statement of Erasmo Santos (Tab
D) (“V.S. Santos™) at 2.

6 If there'is any discrimination going on regarding competition for U.S.-Mexico traffic, it is UP
who is doing it as they continue to refuse to meet their obligations to maintain Tex Mex s'transit
times over the UP lines used to connect Tex Mex with KCS. In fact, UP’s FRA Waiver Petition
contained UP data showing that its market share at Laredo increased 7.1% from 1999 to 2003.
During that same period, Tex Mex’s average transit time from Robstown to Beaumont almost
doubled. Supplemental V.S. Davies at 57, n.1. For UP to suggest in this proceeding that the
Board should fix competitive problems that don’t even exist, while refusmg to fix real

" competitive problems that it is causing, is simply hypoeritical.
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“The ev1dence shows that the Laredo Bridge i is operatmg as efﬁc1ent1y now as perhaps it
ever has. All of this has occurred with the support and encouragement of KCS and KCS has no
pla_ns to change those operatlonal efficiencies. According]y, UP’s request for protection against
positions that it asserts that Tex Mex “might” take in the future is 'simply too nebulous and |
uncertain to warrant imposing any conditions. The agreements haVe worked well for ‘over fifty
years and they should be allowed to continue to work. In short, “if it ain’t broke don’t fix it.”

B. UP’ “Fix” Is Not Narrowly Tailored And Is Inconsistent With UP’s Previous
Positions

NotWithstanding the high level of cooperation between all of the parties, including KCé,
regarding operations over the Laredo Bridge, the fact that the agreements have worked for over
fifty years without discrimination, and the fact that KCS has committed to the shippers and
~others that it will not discriminate aga;lnst UP at the Laredo Bndge UP insists that a condition is
still warranted. As the “fix” for the alleged threat that KCS “might” use its control of Tex Mex
to discrirninate against UP, UP wants the Board to order KCS to negotiate a new agreement and
new bridge protocols, and absent the ability of KCS and UP to agree, UP wants the Board to
- impose new protocols. UP elaims that such a condition is merely the means of irnplernenting
KCS’s commitment, but it is not. It goes much further and would place the Board in the position :
of having to impose new agreements over something that has previously been negotiated, and is
: working efficiently. The parties that actually use the bridge are in the best position to know what
best accommodates every user’s needs. ‘ In short, bridge usage is better left to negotiations in the
marketplace.

KCS has always believed that the existing agreements and existing arrangements work
fine, and as Mr. Davies notes, “KCSlhas absolutely no plans to change any ’of the existing

practices governing the bridge.” Supplemental V.S. Davies at 58. Dispatching over the bridge
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will continue to be housed and done out of the UP facility in downtown Laredé aﬁd wiil remam
subj éct to UP involvement. There will be daily calls and monthly meétings to rééolve both
immediate and long term concerns, and KCS intends to Work with UP fco increase efﬁciency and
capacity. | 1d. As a result, there is simply né need to negotiate énew agreement of new protocols.
Nonetheless, because of UP’s fears regarding the transaction and its desire to reach new
protocols, KCS agreed, prior to TFM’s repurchase of Mexrail’s stock last year, to sit down with 7
UP to negotiate over their concerns and issues. This willingness to ﬁegotiate was not rgcognition
on KCS’s part that the ?xisting arfangementé were inadequate or that new protoools ﬁéeded to be

‘adopted. Instead, as KCS has often said, it will sit down with any party Who has a concern to
discuss mutual ways in which to resolve those concerns. Those negotiations stopped when TFM
notified KCS that it intended to reacquire the Mexrail shares, Jand UP did not approach KCS
égain on new bridge protocols after KCS announced the renewed agreement to acquire
controlling éhares of Mexfail. Rather UP’s first approach was to the Board, complaining that

. KCS had not come back to UP. Supplemental V.S. Davies at 59.

7 KCS rémains willing to sit down with UP agéin, but, as UP itself has said in the past, the
Board should not involve itself in private negotiationé or irﬁbose an agreement merely because
UP and KCS are unable to agree on new protocols, especially when the existing agreéments and
”protocols have not been shown to b.e inadequate. ‘Indeed, rewriting those agreements Could
jeopardize those and future efﬁcieﬁcy gains. Op‘erationAof the Lé‘:redo Bridge requires ﬂexibility.
V.S. Santos at 3; V.S; Riney at 6; Supplemental V.S. Santos at 71 and 73. Trying to write a set
of rules gbverning operatién of the bridge and haviﬂg them imposed by fhis Board would “
undercut this essential ﬂexi‘t‘aility7 The current system, which has allowed experienced operators

the flexibility to maintain and improve bridge operations, despite increasing traffic levels, is
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suiaefior ta UP;S' request that the Board write new:rules locking in tﬁe number df crossing slots
available to UP and guaranteeing UP i‘és réquést for “prioﬁty far movements ovér. the Bridge.”
UP-7A at 101. |
UP’sv pféference here for a Board-imposed agfeemf_:ﬁt based upon po;tential or speculative
_ harms is stunningly at odds with UP’s positi‘ons in prior cases. In numerous prior cases, UP has
asserted that the Board should ﬁot involve itself in rewriting or ahanging existing private
agreements even if doing so would be “pro-combeﬁtive” or “fix” what parties aaserted was an
anticofnpetitive problem. UP has consistently argued that the marketplace should be allowed to
; work and that the Board should not intervene in those negotiations to impose an agfeement. For
‘ examiole, responding to DM&E’s request that the Board rewrite the agreement granting DM&E
access th UP’s unused track at Owatonna, IA, UP said: ’ | ‘

UP is prepared to negotiate an agreement under which DM&E would be permitted
to connect with IC&E via existing trackage at Owatonna. Board intervention is
thus both unnecessary and undesirable, as it would interfere with the parties’
reaching a negotiated agreement. One way or the other, DM&E will connect with
IC&E without Board involvement, and it would disserve the public interest for the
Board to short-circuit efforts to reach a marketplace solution.

* Comments of Union Pacific Railroad Company, UP-4 (dated Nov. 14, 2002) at 6 in

DM&E/IC&E." In its DM&E/IC&E decision, the Board adopted UP’s position.'® Suniiar’ly,

V" Dakota, Minnesota & Eastern Railroad Corporation and Cedar American Rail Holdings, Inc.
= Control — Iowa, Chicago & Eastern Railroad Corporation, Finance Docket No. 34178
(“DM&E/IC&E”).

'8 Dakota, Minnesota & Eastern Railroad Corporation and Cedar American Rail Holdings, Inc.

— Control —Iowa, Chicago & Eastern Railroad Corporation, Finance Docket No. 34178 (served
Feb. 3, 2003), slip op. at 18-19 (“[O]ur policy has long been to encourage private sector dispute
resolution whenever possible,” citing Canadian National Ry., Grand Trunk Corp. & Grand
Trunk Western R.R. — Control — Illinois Central Corp., lllinois Central R.R., Chicago, Central &
Pacific R.R. & Cedar River R.R., STB Finance Docket No. 33556 (STB served May 25, 1999)
(“CN/IC™), slip op. at 53; and San Jacinto Rail Ltd. — Construction Exemption, STB Finance
Docket No. 34079 (STB served July 19, 2002), slip op. at 6 n.5.)
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KCS is prepared to negotiate (or more ‘eccurrately, renegofiate) an agreement with UP as long as
such an agreement benefits beth sides, but even absent a new agreement the Board need not be
1nV01ved UP will continue to have the protectlon of the existing agreements that have worked
for over fifty years. |

In the end, there is no need to impose any condition regarding KCS’s plans with respect
to future operations over the Laredo Bridge. UP has not established that KCS’s control of Tex
Mex will result in anticompetitive actions at the Laredo Bridge or that such harms are beth
substantial and likely. Indeed, there Wiil be no harm. The existing agreements are more than
adequate to protect competition and have worked well for many years. Bridge operations hévé
improved significantly in recent years under those very agreernents and are expected‘to improve
in the future. As DOT has suggested, rather than inteﬁenmg in the marketplace, if there is any
concern, which there should not be, the Board, at most, should monitor the situation under its
oversight authority. Ifa problerﬁ arises, the Board can seek 5 solution that addresses that
_ particular issue, ‘rather than accepting UP’s in\‘ritation to formulate a global solution to problems
that don’t exist.

IL. NO PARTY HAS ESTABLISHED THAT THE BOARD NEEDS TO IMPOSE A

CONDITION REQUIRING KCS TO CONTINUE TO INTERCHANGE WITH

BNSF AT ROBSTOWN .

BNSF was mvolved actlvely throughout the earlier phase of this proceedmg BNSF was
concerned that KCS would use its control of Tex Mex to “close™ the Robstown mterchange with
BNSF and thereby BNSF would no longer be able to provide their shippers with prices to
Mexico and a connection with "IFM via the Laredo gateWay. To ensure BNSF’s access to TFM
at Laredo, BNSF and Tex Mex had entered into a joint rate agreement that éet the (divisions

applicable to a BNSF/Tex Mex routing. That agreement was originally set to eXpire on
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December 31, 2(;_03, but With KCS’S knowled_ge the agreement ’Wes extended for one yeai' end is
cerfently set to expire on >Dece'mbe.r 31, 2004. Consistent with its eornmitments throughout this
proceeding and without conceding that ,BNSF’S concerns required imposition of a condition at
the STB, KCS agreed to sit down with BNSF te 1discuss their concerns. KCS and BNSF have
reached an agreement that KCS believes resolves BNSF’s concerns. As a result, BNSF did not
file supplemental comments on September 30th.
Because BNSF did not file supplerﬁental comments or withdraw from the proceeding, it

is unc}ear whether BNSF continues to support the notion that KCS should freeze the existing
divieiOn agreement ie place for five years'® or whether it continues to have concerns over its

- interchaﬁge with Tex' Mex at Robstown. DOT did;submit additional comments expressing some
‘concern® over BNSF’sZ continued ability to interchenge with Tex Mex at Rebstown; however,
DOT did not support a request for a rate freeze or forced negotiations over future rate and
division agreements. In the énd, neither BNSF nor DOT presented any evi(ience of
a‘nticompetitive harm that is both substantial and likely so as to warrant imposition of a
condition. As KCS.has said throughout this proceeding, KCS will use its control of Tex Mex to

continue to interchange with BNSF at Robstown, and Mr. Davies reaffirms that commitment.

Supplemental V.S. Davies at 60. As he reiterates, KCS has no intention of not interchanging

1 Though BNSF prefers to use the term “rate” freeze, which implies rates to shippers, it is in fact
asking to cap the divisions of Tex Mex (and TFM), while remaining free to increase its own
divisions to whatever level the market will bear. See BNSF-5 at 16 (“During the transition
period, NAFTA Rail should maintain existing divisions and rates at its gateways, except for
increases no greater than increases in the RCAF-U.”)

20 “Concern” may be too strong a word as the Department’s comments state that in 2003 it

identified a competitive “issue,” rather than a “problem” or “concern.” See DOT Supplemental
Comments (DOT-7) at 6-7.
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with BNSF at Robstown Market conditions, along with the NITL Agreement dictate that KCS

continue to work W1th BNSF and it will do so. Id

A. Market Conditions Will Regu1re KCS To Contmue An Interchange With BNSF
: At Robstown ) :

The reasons the market will not allow KCS to raise prices to BNSF shlppers or to
foreclose efficient BNSF routings into and out of Mex1co via the Robstown interchange were
exteneively set forth 1n KCS-18A/TM-17A it 44-80 and KCS-1 SB/TM-I 7B, V.S. Kleit at,31-3 8;
V.S. Davies at 9-27. As set forth therein, there are several reasons fot this conclusion. First, .
because BNSF’s market reach is much.broader than KCS’s and because there are relatively few
piaces where only KCS and BNSF compete head to head, there is no prospect for a commonly-
controlled KCS/Tex Mex to gain mark‘etkshare through anticompetitive actions against BNSF
interline traffic at Robstown.. Snpplemental’ Verified Statement of Dr. Curtis Grimm attéched
hereto as’EXhibit C (‘;Supblemental V.S. GTM”) Jat 82-84. BNSF’s market reach, w1th over '
33,000 miles of track operated,21 is more than 10 times that of KCS. With i‘espect to traffic
moving over Laredo, BNSF serves 113 markets® that are destinations for northbound cars
. (compared to 15 for KCS) and 366 markets that originate southbound cars (mﬁpued to 62 for
KCS). BNSF is the sole rail serwce to 84 markets receiving northbound traffic and to 296 of the
markets originating southbound trafﬁc By comparison, KCS is the sole rail service in only 11
destination markets and 46 origin markets. KCS+18B/TM-17B, Rebutta} Verified Statement of

" Bengt Mutén (Tab G) at 7.

2 http://www.bnsf.com/media/html/company_profile.html.

2 Defined by 6-digit SPLC.
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BNSF’S'large geographic scope in’compatrisoo to'KCS makes it an important interline”
partner for Tex Mex. As one would expect given BNSF’s large scope, traffic interchanged with
BNSF accounts for a larger part of Tex Mex’s traffic than does traffic interchanged with KCS.
KCS-3/TM-3 at 90. Tex Mex /needs the revenues from intetlining with BNSF. In short, BNSF
reaches many more places than KCS, giving BNSF vastly greater drawing poWer than KCS has
for moving traffic over Laredo. A strategy that WOuld cut off traffic interlined with BNSF or
oiveﬂ it to other gateways Would be direc-tly contrary to Tex Mex’s a_nd KCS’s financial
interests. | | |

Second; just as important as BNSF’S market reach is the fact that BNSF has the ebility to
use aIteruate gateways into Mexico. While KCS/Tex Mex has direct access to only the Laredo
gateway, BNSF has direct access, via its own lines or via trackage rights, to'BrownsviHe, Eagle

 Pass, and El Paso, and BNSF’s own internal documents show that they have both the ability and
the incentives to use these other gateways. BNSF moves more traffic via interchange with
Ferromex than it does via interchange with TF M, and BNSF has increased its BroWnsville traffic .
250% over the 1996-2002 time periods. See BNSF—4 at §; KCS—lSA/TM-17A at 67-51. Asa
result, KCS has absolutely no 1ncent1ves to raise prices or reduce service for BNSF trafﬁc Ifit
did so, traffic that is routed BNSF/TM/TFM would simply switch to other gateways. |
Accordingly, KCS hats every incentive to continue to work with BNSF to increase BNSF’S share
| of the market. - | |
Third, almost all of the rail traffic flowing into and out of Mexieo is easily susceptible to
diversion to ttucks, water, or air cargo at the slightest increase in price or reduction in service.
Indeed, UP’s and BNSF’s documents show that they view thelr major competitors as trucks and

water, not KCS. Trucks and other non-rail modes carry nearly 90% of the cross—border traffic.
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v Gi'veﬁ this pervasive Ihodal competitioﬁ, if woulci be contraiy to KCS’s economic intc?ests to
attempt to raise rates to shippers or raise division levels beyond commercially reésonablé levels.
The foregoing facts shovfthat a strategy by KCS té fofeclose BNSF “ competitively at- 4
~‘ Robstown would bAe self—deféating. BNSF serves a huge number of markets that KCSR does not
- serve: BNSF has direct access to a]tefnative gatewayé that would allow it to divert trafﬁck:‘to
alternative routes if KCS éperated Tex Mex in an anticompetitive fashion. Additionally, given, ‘
 the pervasive competition from trucks and water carriers, any actions KCS would take to raise -
rates to shippers or foreclose efficient BNSF routings would cause the vast majorify of traffic
served by BNSF and Tex Mex to be diverted to these other modes. Thus, even if KCS wanted to |
foreclose competitively BNSF at Robs_town, it would simply lose traffic and revenue by doing
so.® |
| B.  DOT’s Issue Does Not Warrant A Condition
As nbte¢ because of its settlement with KCS, BNSF has nét reiteratéd its request fora
rate freeze or a condition requiring KCS to negotiate a new divisions agreement, or to have one
impésed by the Board if the parties do not agree._ DOT, on the other hand, has submitted
comments expressiﬁg some concern over a continued BNSF/Tex Mex interchange at Robstown,

although DOT does not support a rate freeze or government imposed rate negotiations.>* While

2 KCS’s own confidential internal documents, attached to the Supplemental Verified Statement
of Mr. Davies as Exhibits 1 and 2, show that consistent with KCS’s public statements, KCS has
plans to work with BNSF to create a stronger competitive alternative to UP’s market dominance
at Laredo, not foreclose efficient BNSF routes at Robstown. See KCS-HC-4910 stating that
KCS needs to ,
: » KCS-HC-4876-4877 shows projected BNSF traffic moving via
interchange with Tex Mex as

* At the time it filed its September 30, 2004 additional comments, DOT did know that KCS and
BNSF had reached an agreement regarding BNSF’s concerns. Given DOT’s long standing
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it is not entirely clear, DOT appears to be concerned that KCS méy som‘ehowi foreclose BNSF

. from the market and that such foreclosﬁre would be contra;wy‘to thié Board’s directiveé in the‘
UP/SP proceeding. DOT’s conc;érns are puzzling because they contradict DOT’s own arguments
’that> end-to-end transactions will not vertically foréclose efficient interline routings. As DOT

 itself said, pointing to the BN/Santa Fe inerger deciAs.ion,25 “In the cases noted therein‘ and in

: subéequent proceedings the agency consiétently found that there would be no reduction in -
competition caused by vertical foreclosure.” DOT 4 at 12. ‘Further, DOT said, “We continue to
believe that the [one lump] theory is valid with regard to the effects on competition of the
prospective acquisition of TF M, and by extension to potential vertical foreclo}sure issues in the
Tex Mex transaction.” Id. at13. ‘

Ultimately, however, the Board should conclude that DOT’s concerns over rthe
continuation of BNSF’s int;archange over Robstown are misplaced. KCS has comrhitt’ed to
continuing to interchange with BNSF at Robstown, both at the ‘B;)ard’s July 31, 2003 hearing

v and in the KCS-NITL Agreement. Even without these commitments, Tex Mex’s need for the
revenues frqm the BNSF traffic, plus the market reach énd competing gateway altemaﬁves éf
BNSF, would maké continuing to work with BNSF épractical necessity. KCS’s own in’ternal\

documents show that it will continue to work with BNSF and that a KCS—cohtroIled Tex Mex

expects traffic flows with BNSF to increase, not decline. Supplemental V.S. Davies at 60.

preference for privately negotiated settlements, it is-unclear whether or not DOT would have
reiterated its concerns regarding the Robstown 1nterchange if it had known about the settlement
between KCS and BNSF. :

3 See DOT-4 at 12, citing Bui;lington Northern, Inc. and Burlington Northern Railroad

Company—Control and Merger—Santa Fe Pacific Corporation and The Atchison, Topeka and
Santa Fe Railway Company, Finance Docket No. 32549 (served Aug 23,1995).
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II. THE BOARD SHOULD NOT IMPOSE CONDITIONS WITH RESPECT TO THE
- KCS/TFM TRANSACTION

Even though all parties admit t}iat the KCS/TFM transaction is not before the Board fof

approval and is not subject to the Boarci’s jurisdiction, UP (and CP, which relies upoi'l UP forits
‘Mexican market trafﬁc) filed supplementai comments reiterating their requesi that the Board |
impose a condition to prevent itntiéompetitive effects allegedly arisig not from the Tex Mex
tr;emsaction, but frbm KCS’s propi)sal to acquire control of TFM. Both UP and CP requeét that
the Board impose a condition requiring KCS to negotiate concrete agreéments requiring KCS to

“use its control of TFM to require TFM to iinplement “cormilercially reasonable terms™ for UP-
TFM interline movements. Absent the ability to reach such an agreeinent, both UP and CP want
the Board to impose such an agreemerit. As justiﬁcaiion for such a highly intrusive and broad
éondition, UP and CP claim th;t the condition is necessary to “preserve effective rail
competition” (CP Supplemental C(immcilts - CPR—S - at 1) and to “prevent KCS’s control of
TFM from interfering with shippers’ access to efficient and competitively priced UP-TFM
interline transportation via the vital Laredo G?lieway.” UP Supplemental Commenté (Ui’-l 1) ét
4., o :

UP’s and CP’s request that the Board stand ready to impose a rate and service agreement ‘
between two interliningi carriers, one of which is not even subj ec’ti to the Board’s jurisdiction,
should be flatly rejected. First, the Boai‘d simply does not have the legal aut_hority to impose a
rate agreement that would govern an international joint-line move, and neither UP or CP have
established that it does.: Second, even if the Board had such legal authority, no party has shovizn
that KCS’s acquisition of TFM would have anticompetitive effects, an essential predicate for the

“imposition of a condition. Finally, even if that predicate had been established, the condition
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suggested by UP and CPis overly broad, contrary to STB precedent and policy, and would
interfere with the marketplace. »

A. vConditions Suggested To Regulate TFM Rates or Divisians Are Beyond The
Jurisdiction Of This Agency And Cannot Be Imposed Legally

UP and CP would have the Board require KCS to enter into forced negotiations over
divisionsl i.e. how railroads divide the rate charged for a joint-line' move ->that I_E_M‘would‘
cﬁafge in"Mexico for its participation in an international through ﬁoverﬁent. IfUP nof CP was
not satisfied with the ‘conlame‘fcial reasonableness’ (which neither party defines and which
apparently means whatever UP or CP believes TFM should charge) of the divisions sought by
TFM-, UP and CP want the Board to impose the divisions that would be charged by TFM in
Mexico. The Board should not be misled by UP’s and CP’s efforts to have this Board regulate,
either directly or indirectly, TFM’s charges in Mexico for participation in an international -
tilrough movement. To do so would 'exceed the Board’s jurisdiction and would be contrary to
long-standing precedent.

TFM operates wholly within Mexico.- It is thérefore excluded ﬁom the Board’s
jﬁrisdiction by 49 U.S.C.‘§105 01(a)(2), which lirﬁits the Board’s authority “to transportation in

the United States.” TFM does not provide “transportation in the United States.” Moreover,

) TFM is not a party to this proceeding, and it is not asking for any relief of approval from the
Board in this matter. TFM is not an applicant or an appﬁcant carrier, and all parties agree’that
KCS’s acquisition of TFM is not subject to approval by this Board. Likewise, s'imply because

» TFM‘ participates in joint-line moves with U.S.-domiciled carriers dqes' not bring TFM within the
, juﬁsdiction of this Board. See Canadian Pac. Ltd, v. United States, 379 F. Supp. 128, 134

(D.D.C. 1974) (“Canadian Pacific”) (“Canadian or Mexican carriers file with us, if they )
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desire, the iairiffs esteiblishing ji)int rates with oui domestic sarﬁers, and wé do not ihcreby oi)iaiii '
jlitisdiction svei those foreign carriers.”)(intemal citations omitted). ' |
UP and CP i:ite absolutely no authority, nor can they, for their novel position that this

agéncy heis the p'ower.to require a U.S. carrier to establish specified raies or divisions .charged,

not by it, but in‘a f(ireign country by its majority-owned foreign subsidiary. It is not sui’prising

- that neither UP nor CP cioilld cite any authority for their novei_ position because what authority
there is flatly contradicts the’noi:ion that the ‘STB cari oriieré foreigii;bzised carrier, even 1f owned
bya U.S.‘ carrier, to establish rates or divisions ina foi‘eign country to assure that U.S. carriers

lhave “commercially reasonable rates.” See George C. Anspach Company, Ltd., et al. v.
Atchison, Topeka & Santa Fe Railway Company, et al., 311 LC.C. 296, 298 (1960)(h01ding that

‘ the Commission could only prescribe neviz rates for rail lines with domestic destinations even if
the railroad was charging unlawful rates abroad); H.K. Porter Co. v. Central Vermont Ry., 366‘
U.S. 272, 274-275 (1961)(h01ding that the Commission can review the reasénableness of an
international through rate but only has the power to imposs) domestic rates); Anglo-Canadian
Pulp and Paper Mills, Ltd., et al. v. Aberdeen and Rockfish RR. Co.‘, etal,351 L.C.C.325,1975 |
ICC LEXIS 5 at *70 (1965)(“[T]o the exteiit complainaﬂts seek an order directed" against carriers
treinSporting newsprint solely in Canada under the involved joint internaitional rate, their request

is too broad”); Caﬁad{an Pacific at 134 (“[Als in Canada Packers, the Court implied that the
Commission’s remedial powers cannot exten(i to iiirect‘ control of the Canadian i)aﬂ of the
transportation.”); and id. at 133 n. 11 (“[I]t is well established t}iat the Commission does not hiave
the power to prescribe joint ihteinational rates, as it does domestic rates.”). These authorities

rriake it clear that the Board does not have the legal authority to do what UP and CP ask.
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UP does a‘ttemnt tor justify its extraordinary request by pointing to precedent where the
Board requjred a carrier subject to ﬂieagency’s jurisdictionto nlleviate antieompetitive ef‘fects’o'f .
a transaetion before the Board by negotiating an agreement or having the Board impose one. See
UP Supplemental Comments at 17, n. 26, cmng the Conraﬂ transaction That precedent isnot
- analogous to the factual situation presented by tiie KCS/T FM transaction, however. In the
Conrall case and other cases, the anticompetitlve effect bemg remedied resulted from actions by
a carrier subJ ect to the Board’s Jurlsdictlon in a transaction subject to Board approval Moreover, -
the agreement unposed governed domestic, not foreign rates and movements. The KCS/TFM
transaction is distinguishable i‘rom UP’s proffered precedent in each of these crucial respects. |

UP and Ci’ \i/ould like this Board to ignore its precedents and ignore the reality of '
international borders. Indeed, regardlessot who owns TFM, TFM could today (absent its
eontractual obligations or limitations imposed by Mexican law) tn'ple its division reqnirements,
refuse to interline at all with ény U.S.-based carrier, or refuse to provide car interchange, and the
STB would have no legal aiuthority to order them to do otherwise. This agency simply cannot
require foreign-based rail carriers to enter into joint rates for international transportation or foroe
such carriers to take any actions. See Changes in Roziting Proizisions-Conrail- Western Ry. Co.- '
Petition to Imposé‘ Surcharge for Conrail, 365 1.C.C. 753, 766 (1982):% |

| It is well eStablished that we lack jdrisdiction to compel Canadian carriers to
participate in joint rates to the extent that they perform the transportation outside
the United States. Indeed, we may not lawfully take any punitive actions against

Canadian carriers for acts that take place out31de United States territory. (Internal -
citations omitted.)

% Accord e.g., HK. Porter Co. v. Central Vermont Ry., Inc, 366 U.S. 272 (1961); Lewis-Simas-
" Jones Co. v. Southern Pac. R.R. Co., 283 U.S. 654, 660 (1931); Fruit Importers v. Atlantic Coast
Line R. Co., 188 1.C.C. 520, 523 (1932);.International Nickel Co. v. Director General, 66 1.C.C.

627 (1922). \ _
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 This and other legal batriers don’t just magicallyb disappear because ‘a U.S. canjief buys a fofeign
railroad that operates solély in a foreign count’r§.r. The Board’s au’cvhoﬁzing‘ statute and substaﬁtial
~preceden£ fhéreunder preverit the Board from doing what UP élnd CP ‘vwant this agericy to do.
Accordingly, the Board should ‘rejec't‘ UP’s and Cf’s requests as Being beyond the Board’s ’

authority.

B.  No Party Has Established That the KCS/TFM Transaction Would Have
Anticompetitive Effegts Regquiring A Condition :

Even if 6ne assumed that the Board has the legal agthoﬁty to irhpose a condition arising
from KCS’s acquisition of TFM, the fundamental premise of UP’s and CP’s request for -
imposition of a condition,\and indeed é necessary Iegal predicaté, is that KCS’s acquisition of
TFM will have anticompetitive effects that are both “likely” and “éubstantial.” -See Section LB,
supra. No party has established that either of these two end-to-end transactions will havé
anticompetitiVe effects of \Sﬁll, as UP clajms;“‘interfefe with shippérs’ access to efficient and
competitively—briced UP-TFM inte’rline‘ transportation via thé vital Larecio Gateway.” UP
Supplemental‘Comments (UP-11) at 4. End-to-end transactioné simply do hdt pifovide thé
co_mbining companies with an opportunity to raise rrates‘ to shippérs or to unlawfully foreclose
connebﬁng carriers, particularly carriers such as UP and BNSF Whibh, because of their size and
reach, possess massive competitive leverage against‘carn’ers such as KCS.

Even DOT ﬁas acknowledged that each of the two transactions presents a “classic end-to-
end combinationIOf ra:i]roads; [and] as such it neither offers great public benefits ’rior threatens
significant public harm.” DQT’S Sup}ﬁlemental Commeﬂts (DOT-7) Aat 2.‘ See also DOT-4 at 10-
11.. As DOT explamed,in'DOT-4, the types of effects UP and a few othefs have argued as
arising from the potentialy KCS/TFM transaction are issues of Verticrallforeclos‘ure, and the ICC

and STB have consistently found, over a twenty-year period, that-“there would be no reduction -
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.in compé;cition caused by verticol for.eclosure'.;’ : Id at 12. DOT, in its thorough recifation of the
. Board’s vertical foreclosure théofy, makes it cioar that tho KCS/TFM'transgction g‘merely shifts
the market power oiganizationally to NAFTA Raii” and that “market forces will not permit rates
[to shippérs] to be raised pos;c-merger” and “[o]ompetition,'thoreforé, will not be redﬁced by tho
ﬁerger.” Id. at 13. According to DOT, “[I]t is logical from a profit maximizaﬁon standpoint for - |
a vertically integrated railroad such as NAFTA Rail not to ‘fo;eclose’ _unafﬁliatéd railroads, UP
in this case, from paﬂicipating in more efficient routings to and from points in the U.S.” d. ot
13. DOT also states that it “contintef[s] to believe that the thoory is valid with fegard to the
effects on competition of the proépective acqoisitioo of TFM, and by extension to potenﬁol ‘
\/fe_rtioal foreclosure issues in fhe Tex Mex transaction.”"ld. |
DOT’s conclusions have also been shared by other governmental agencies. Every -
govérnmental agencyrthat has reviewed the transactions, including. the Mexican Federal
Competition Commission, the/U.S. Departmept of Justice, and the U.S. Department of
Agriculture, has come to the oame cohclusion --tﬁe KCS/Tex>Mex/TFM transaction will not
reduce competition. Nothing has beén presented in thls proceeding that .should Iead the STB to
reach a different conclusion. 7
The evidehce submitted to try to pershade the Board to reach a conclusion opposite that
of the other agencies is unpersuasivoi UP submitted testimony by Dr. Hausman aﬂd Mr. Gray, -
~‘atvt.(-:mpting to show that the KCS/TFM transaction is somehow so uniquo' ﬂlat fhe Board should
ignore‘ its 20 years of preced‘ent regarding the benign effects of an end-to-end transaction (much
of it premised upon UP’s own testimony regaiding the benign effects of its own mergérs), as
“well as its lack'of legal authority, and none"cheless‘ impose o condiﬁon regulating TFM’s rates,

. divisions, and services. ‘The Board should not do so.
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Dr. Andrew Kléit,'econémics professor from Penn,sylyainia State Uﬁiversity, and ‘Gerald o

Davies who, in addition to being KCS’S Executive Vice President and Chief Operétihg Ofﬁ;:ef, -

holds‘z‘i doctorate in Haﬁspoﬂafion econbmics, have shown why the assumptions underlying Dr.

" Hausman’s and Mr. Gray’s-theories have no relationship t;) ac‘;ual markét conditions or to the

Mexican reguiatory scheme. Dr. Kléit showed that the Board’s precedents and theories v

: regarding vertical foreclosure in an end-to-end transaction remaip valid in the context of the
proposed KCS/TM. and KCS/TFM,transactioné. See KCS—18A/TM-17A at 30-44, KCS—
18B/TM-17B, Tab E, Kleit at 9-17. He also made clear that the harms alleged by UP are not
pbtenﬁal increases in rates to shippérs, but rather are concerns over how the various interline rail
par&wrs divide the proﬁf. In other words, UP’s oppbsiﬁon is really a fight to pro\tec’rc UP’s
leverage regarding diﬁsions, not about harm to éhippers. ‘While the proposed transactions may,
as DOT said, somewhat shift the relative bargaining positions of the paﬁies with reSpect to each

" party’s share of the economic rents, the transactions will not resplt iﬁ foreclosure of efficient
interline rou_’cés or raise prices to shjppers. Id., Tab E, Kleit at 35-38; Tab F,vDavies at 24-27.

As Dr. Kleit and Mr. Davies further explained;even if one assumed that the accepted :

economié theory on vertical foreclosure was somehow inapplicable to the KCS/TFM transaction,

| market conditions would nevertheless still prevent KCS from raising rates to shippers or
foreclosing UP and BNSF from the Mexican market. First, UP, CP, and BNSF provide a
signiﬁcant amount of traffic to TFM today. Indeed, they accpunt fdr well over 90% of the trafﬁc
interchahged from TFM at Lal;edo. It would be unprofitable for KCS ’to use its control of ‘TFM ‘

 to take actions that would foreclose this traffic.?’ Second, if TFM, under KCS control, were to

27 As Mr. Davies pointed out, supported by the data from Mr. Bengt Mutén, »KCS—ISB/TM—UB,
Tab G, there is a minuscule number of points where KCS competes against UP or BNSF for
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ra:.ise its division requjremenfs te levels unacceptable to UP or BNSF, these cerriers would
snnply shift their traffic to the other gateways 8 Third, the demand charactenstlcs of almost all
of the ra11 traffic ﬂowmg into and out of Mexico is elastic in nature and the trafﬁc is easily
susceptible to diversion to trucks, water, or air cargo at even a shght increase in price or
reduction in service.29 Fourth, to the extent the traffic is inelastic, z e. rail dependent,bthe rate to
the shipper is already as high es it can go for there is only ‘%one lump” available to the carriers. If
TEM is not teking that “one lﬁmp,” tﬁen certainly UPis. As a result, the proposed transactions
will not enable the railroads to raise prices to shippers in apost—transaction environment. KCS-
1SA/TM-17A at 30-44; KCS-18B/TM-17B, Kleit, Tab E, at 9-16.% Finally, because most of the
traffic is already “loeked-in” via contracts and there is limited (and mostly UP-confrdlled) ‘

capacity over Tex Mex’s route, KCS’s ability to use. TFM to ettempt to force traffic over the

Mexican traffic and a substantial amount of TF M’s traffic comes from UP and BNSF
exclusively-served pomts It is counter to economic logic for KCS to take actions with respect to
TFM that Would price this traffic out of the market '

B up has access to six other gateways and BNSF to four. UP’s and BNSF’s own documents,
obtained in discovery and discussed in KCS-18A/TM-17A at 66-74, establish that both of these
carriers view the other gateways as viable alternatives to Laredo.  Both carriers have previously
threatened to use those alternative gateways if TFM or Tex Mex’s divisions were not reasonable.
BNSF has in the past shifted traffic to other gateways in response to Tex Mex service issues.

** Indeed, UP’s and BNSF’s documents show that they view their major competitors as trucks
and water, not KCS. Indeed, trucks and ether non-rail modes carry nearly 90% of the cross-
border traffic. Given this pervasive modal competition, it would be contrary to KCS’s économic -
interests to attempt to raise rates to shippers or raise division levels beyond commerc1ally
reasonable levels. KCS- ISA/T M-17A at 58-66. '

30 Furthermore, to the extent ne1ther carrier is takmg the “lump,” that is due to other market
forces, and the transactions will not change those forces. KCS-18A/TM-17A at 36-38. More
likely, however, because of UP’s extensive access to exclusively-seived points in the U.S., its
numerous Mexican gateways, its long-term contracts, and its market share, UP is the bottleneck
carrier who is extracting the “lump,” not TFM. \ :
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KCé/Tex Mex system is éxtremely limited.. KCS-18A/TM-17A at 74-79; Supplemental V8. -
| Davies, Exhibit A hereto, at 61. |

Dr Curtis Grimm, whohé-s a long history of writing and speaking about vertical
foreclosure issues, has alsd reviewg;d these traﬁsacﬁons and determined that neither the KCS/TM
fransaction nor the KCS/TFM transaction will héve anticompetitive effects so as to warrant
'impositi‘on ofa ‘.";ondition. While his primary focus, like the ‘Board’s hiétoric fécus, was >0r>1 tﬂe
" horizontal éspects of th¢ proposéd transactions, he also testiﬁed that Vertvical foreclosure isnota
| concern in these transactions. KCS-1 8B/TM—17B, Rebuttélr Verified Statement of Dr. Curﬁs
Gﬁmm, Tab B at 4 (“I fully concur with his [Dr. Klei‘;’s] ﬁnding that there \'&ill not be
anticompeﬁtive effects from vertical foreclosure in ;this case.”).

Dr. Grimm rejterates{his findings with respect to the compétitive iésues in this proceediﬁg
in his attached Suppletﬂental Verified Statement. Inasrﬁuch as Dr. Grimm’s research has often
led hilﬁ to be cautious regarding the Board’s conclusions about vertical foreclosure and the -
benign effects of end-to-end transactioné, itis notevx\/orthy that he has examined the vertical
foreclosure issues in both the‘ KCS/TM aﬁd KCS/TFM transactions énd has concluded thaf
neither transacﬁon “will result in increased prices to shippers or the inefficient foreclosure of
UP/TEM or BNSF/TM/TFM routings.” Supplemental V.S. Grimm at 87, His opinion confirms
that “market coﬁditions are sufficient to preveht eithef transaction from h‘a’x)ing anticompetitive
effects.” Id.

E No party oi;her than UP suBmitted expeﬁ testimony supporting the notion that the
KCS/TM or VKCS/T FM ﬁansacﬁons would have anticompeﬁﬁVe ¢ffec‘ts. A few shippérs not
served direc;tly by KCS expressed concern that the transaction Would‘harr‘n‘ them, not because

their rates would go up, but because it would allow KCS to-better serve their competitors who
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are shippers on KCS linc;s. Tﬁesé CONCErns were adrdres>sed at KCS-I.ASA/TM-17A at 88-93. Of

" course to the extent the ﬁansaptions do iall(v)w KCS to loWer rates to shippers located on its lines
“or-to 'mcreasé its efﬁcieﬂcy so as to make it more écononﬁcal for these shipbe_rs to ship to
Mexico, that is.a pro-competiti\}ev effect.

 The only purchaser of rail service to even remotely support UP’s requested corild‘itiovn’ was

iPacer. Pacér, which operates"‘Pacer Stacktrajn,;’ buys rail capacity and then resells that capacity
to intennodél marketipé companies,’ actually competing against rail carriers for infermodal
business. Pacér’s largest domestic rail partner‘ is UP, so it shduld be nob surprise that Paéer has

: pfeviqﬁsly supported UP’s efforts in this proceeding. Notably, though; Pacer éhése not to file
supplemental comments on September 30. Pacer’s filings and tesﬁmony do hot' establish thét the
KCS/TFM transaction Would be anticompetitive so as to Warrant a condition. See KCS;
18A/TM-17A at 83-87.

~ Although none of the conlménts filed by DOT, UP, BNSF, CP, or Pacer support the :

notion that the transactions, whether viewed independently or together, justify imposition of
UP’s or CP’s suggestéd ;:ondition regarding the Laredo gateway, UP déés make oné final
attempt to justify its request fof condiﬁons. Inits Supb]emenfal Comments (UP-11) at 14, UP
contends that its propoéed condition is needéd to effectuate this agency’s action in UP/SP, when
tili's agéﬂcy/»gl'antéd Tex Mex trackage r1 ghts to connect with KCSR at Beaumont to preserve

. competition at Laredo. \ |

) If is true that i/n UP/SP the Board granted Tex Mex trackage ﬁghts éver UP to preserve -

rail-tofrail comi)etiﬁon ﬁorth of the border. These rights were necessary be_caﬁse pﬁor to the

UP/SPVmerger, there were two indgpendent foutes north of the border to Laredo ~ a UP route and

an SP/Tex Mex route. Absent Tex Mex’s trackage rights, UP would have controlled all of the '
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routes into and out of Laredo. The trackage rights preserved competing routes to and ﬁom _

: Laredo. ‘Howev’er, the issqes in .UP/SP are not anelegous to the KCS/TM or KCS/TFM
tran,saetion.' UP/SP involved issues.of a loss of horizontal competition while this' proceeding

involves alleged vertical eompeﬁtive effects.~ Nothing in the KCS/TFM transaction causes a loss .
of honzontal coﬁpetition nerth of the border or undennines the Board’s goélr ef having rail-to-
rail competition to the Laredo gateway. UP will remain an independént carrier able to price its
services and rates north of the border how it best sees fit as will KCS. In fact, I{CS’S control of
‘its’ end-to-end connection will not extinguish this competition to Laredo, but rether will enhance
the ability of KCS and BNSF to compete against UP

FIn the end, the record in this proceeding shows that KCS’s control of Tex Mex will have

ebsolutely no anticornpetiti_ve eﬂec‘tsvthat wouid Warran‘t the imposition of eny conditions. ThlS
conclnsion doe‘s not change when one considers the effects of .the KCS/TFM trensaction. This
‘conclusion is \widely-accepfed, being supported by numerous government agencies, shippers, and

: Shqrtline raiheads. In fact, no shipper, not even Pacer, has gone as far as to support UP’s and 7

: CP’S requested conditions. On the other hand; dozens and dozens of shippers snpport the

transactions, and the nation’s largest trade association representing shippers, the NITL, fully

supports the transactions.

C. The Conditions Suggested By UP, CP And Others Are Overly Broad And -th -
' Narrowly Tailored ' .

1. The Suggested Conditions Go Far Beyond Merely implernen‘ting KCS’s
Commitment To Keep The Laredo Gateway Open On Commercially
Reasonable Terms ’
Even though no party has established that the Board has the legal authority to impose a
condition regarding the KCS/TFM transaction or established that the transactions will have - ~

anticompeﬁtive effects justifying imposition of a condition, DOT, UP, and CP nonetheless each
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: request impoSition of a condition regarding the kLaﬂre'do gateWay. DOT wants the Board to
requife “KCS to adhere to its’commi“[ments on this iséue” and “establish an oversight period |
during which parties could bring to the Board’s attenﬁon evidence of merger-related harms
and/or violaﬁen of relevent KCS commitments.” DOT-7 at 6. CP goes further. CP wants a
' conditioﬁ requiring KCS to abide by its commitments, but also wants the Board to require KCS
“to emer intq binding written agreements settiﬁg ferth the terms upon which competing carriers
will be able to access Laredo” and to impose the terms of such agreements if necessary CPR-5. |
- at7-8. UP seeks similar relief, but goes even further, setting forth a hlghly complex rate and
service agreement regarding CN and Brmsh Columb1a Rail (“BCR”) as the model for an
agreement they would like to see imposed by this Board if KCS were not w1111ng to agree with
UP on what TFM’s charges should be. '

Accordmg to these parties, all of these suggested conditions should be imposed now in ‘
the KéSfl" M transaction even though they are directed at the KCS/TFM transaction and would
“spriﬁg into effect” When and if KCS‘is able to acquire control of TFM. See UP-_l 1 at 16.
Assuming all of the legal predica'tes‘ fer imposition of conditions had been met, which they heve 7
not, these conditions should nonetheless still be rejected as unnecessary, and in the case of UP
and CP, overly broad

All of these parties attempt to couch fheir requests as merely implementing KCS’s
' commitment to keep the Laredo gateway oﬁen on commercially reasoﬁable‘ terms. HoWever’ Up
and CP in reahty are not pursuing the spirit of KCS’s commitment but are instead dlstortmg 1t to |
focus on protectmn of their divisions, not on protection of the shlppers for Whom the
commitment is intended. Almost from the day the two proposed transactions were announced,

KCS assured parties that it would keep the Laredo gateway open and work to improve service.
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These commitments were givén to assure the shippers that as a result of KCS contrlqlvof Tex Mex
' ‘; and TFM, their rail rates would not incréase nor their service degraded. They wére not givén to
' guaraﬁtée Uf’ or CP their relative bargaining positions with respect to divisions between -
themselves and TFM, or to promise them‘ fixed divisions or rates of return. | KCS’S cormrﬁtment
- runs to the shippers over rates and service, not to competing canieré over divisions.

" Indeed, to implément KCS’s commitment ;[0 keep the Laredq gat_éweiy opén and to
preserve service, VKCS entered into tjne NITL égreément. This agréement requires that KCS (1)
offer commerciaily reasonable rates to shippers for traffic to/ﬁ‘om‘Mexico; (2) honor all existing

" agreements governing rates and diﬁsions over KCS ’and Tex Mex; and (3) maintain service
standards. It-also recognizes the sovereignty of the U.S. and Mexican govérnments, and covers
both the KCS/TM and the KCS/TFM transactions, taking effect in pertinent part when each
transaétibn occurs. The NITL agreement properly protects shippers’ interests and concerns énd '
is c_onsistent with this agéncy’s poiicy of favoring negotiated settlements and allowing the
marketplace to govern.

UP and CP are deliberately ignoriﬁg this fundamental point’. They want this Boérd to
impose as a condition their distortion of KCS’s commitment, not ’to protect rail rates or services

1o shippers, but instead to protect UP’s and CP’s profits and divisions, to give thém

“éomﬁerciﬂly reasonable rates [rg:ad ‘di\}ision’],” and to regulaté TFM’s divisions absent

agre‘ementk by TFM. In other kwords, they want to protect competitors, not competition. 'As thisv

égency/has said numerous tirn‘es',‘it is the job of the STB to protect comijetiti;)n, no’é éompetitors; o

See KCS-18A/TM-17A at 95-96, and cases cited therein.

| While DOT supports a general condition holding KCS té its conunitments,‘it is important

to note that DOT does not support any rate freeze proposals, and does not support the conditions
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suggested by UP or CP. ‘Given the NITL agreement, KCS does not believe that DOT’S. |
suggestionbto impose a speciﬁc condition'requiﬁng KCS to keep the La;edo geteway on
commercially reasonable terms is necessary. -As KCS has said, it has oo intention of kclosi.ng the |
Laredo éateway’and fully intends to maiﬁtain cominercially reasonable rates for shippers for
traffic to and from the Laredo gatewa};. Howe\}er, this commitlhent does not mean that KCS
égrees that oompeting carriers have aright to request this agency to impose divisions. As |
previousiy noted, KCS’s commitment is directed to the shipper and its rates and services. It is
not intended as consent 1o extension of this agency’s jurisdiction to govern TFM’s rates or
divisions or as a waiver of KCS’s rights to challenge the legal basis of any ﬁqure efforts to
imposé rates and practices on TFM.

2. The Consent Decree Governing CN’s AcquiSit_ion Of British Columbia
Rail Is Not A Good Model ‘ '

UP sets forth a highly regulatory and complex agreement imposed by the Canadian
- government in the context of CN’s eﬁ'orts to acquire BCR as the model for an agreement that UP
would like to see KCS negotiate or the STB impose if KCS V\./ouid not accede to it.! That
agreement required BCR to adopt certain rates, divisions, and transit time guarantees which are
applicable solely in Canada, but are used in conjunction with interlihe movements with other
carriers, including US carriers. That agreement does not represent a good mo‘del for use in this

case.

3! Apparently, even this highly complex agreement doesn’t satisfy UP’s notion of what is ,
“commercially reasonable” as UP claims that this agreement was “not as effective as it could be
at preserving pre-merger competitive options.” UP Supplemental Comments (UP-11) at 21, n.
36.. UP’s footnote, stating its position that even this far-reaching, government-imposed
agreement does not go far enough, also shows that UP is unlikely to be willing to agree with
KCS on any less-intrusive solution, virtually guaranteeing that the Board would have to impose ‘
terms. ) ) . T S : : .
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Thé CN/BCR model offefed by‘ UP makes clear that UP wants té' have the STB impose
rates,  divisions, and service guarahteeé, not on Tex Mek or KCS,_ but on TFM, to govern TF M’s’ ;
rates é.nd services, just like Canada did on CN’s céntrol of BCR. Yet, as previously noted, this is
precisely the type of acﬁon that pfecedent prev‘entsk tﬁe STB from taking. In fact,‘ the CN/BCR
~case actually supports the Board’s precedent ‘by shdwing that when a carrier subject to the
jﬁrisdiétion of the STB (e.g., CN) acquires a rajlréad operﬁting ina fqreigﬁ country (é. g, BCR),
itis the responsibility of the foreign government where the transaction is taking place (in that
case, Canada) to review the transaction and if necessary, hﬁposé conditions to achieve its
objectives. Likewise, it is the responsibilify of the Mexican go{remment, and not the STB, to
review and regulate KCS’s acqﬁisition of TFM.* |

~This model also shows the fallacy of UP’s argument from a legal aﬁd jurisdictional point
of vi'eW. ‘If that tranéactibn represents the theory of what should occur, then when CN Vs'ought to
acquire BCR, UP should have fought the transaction at the STB‘ on the basis that CN’s control of
BCR was going to foreclose UP’vs access to BCR. Indeed, UP should have been at the STB
requesting tﬁe STB to impose a requirement on CN (which, like KCS is subj ect to the STB;s
jurisdiction) that CN use its control of BCR (which, like TFM, is not subject to the STB’s
. jvur.isdiction) to require BCR to enter into an agreement with UP, or absent an agreem‘ent,kimpose »
| such an:agreement. of course, UP did no such thing and the STB would have su:rﬁmérily

dismissed such a request if it had received one. Likewise, the STB should not allow UP and CP

v 32 In addition to the approvals required in Mexico, the U.S. DOJ will also have an opportunity to
again review the competitive effects of the transaction as KCS and TMM will have to refile their.
notice under the Hart-Scott-Rodino Act, due to the lapse of the prior early termination notice. If

_there are anticompetitive effects of that transaction here in the U.S., DOJ has the authority to

require KCS and TMM to enter into a “consent decree” to resolve those concerns. The STB

should not attempt to preempt or interfere with that process. -
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to use the KCS/TM transacﬁdn as a ruse for gcttihg the STB to impose con(iif[ions on the
KCS/TFM transaction. | ’ |

Legal issues aside, when éne examines the competitive issues, it is clear that the C/N/B'CR
transactionApresented comp-et{tive'is’sﬁes completely different from those presented by the
KCS/TFM transaction. Dr. Grimm addresses those;y issues in his Supplemental Veriﬁéd
Statement, Exhibit C hereto. First, there is a fundamental diffeience in regulatory schemes and
structures. Unlike the STB, the Canadian agencies continue to play a very active role in
managing the marketplace by setting rates, divisions, trackage rights fées, switching fees, and
imposing mandatqry competitix./e acéess. Second, the CN/BCR transaction would be like UP
‘ buying TFM, not like KCS doing so. CN originated or te@imted most of BCR’s trafﬁc, as UP
dokers witﬁ TFM. Third, in the CN/BCR transaction, the,relwere no alternative railroads providing
access to shippers in fhe British Columbia hinterlan‘ds; ThlS contrasts sharply with UP’S and
BNSF’s ability to access'Mexican shippers through alternative gateways and Ferromex. Fourth, o
the degree of intermodal competition> varies Betweeﬁ the two transa&ions. In other words, unlike
the situation in the KCS/TFM transaction, trucks and water played a lesser role in providing a
céniﬁetiti've check on rail rates in the CN/BCRi >transaction. Given all of these circumstances, the
kCanadian governmeﬁ’t determined that market forces Would not be sufficient to prevent a
éombined CN/BCR from r;clising rates to shippers and inefficiently foreclosing other carriers
from the market. Here, by contrast, the,market fac‘.[ors are ample to constrain KCS/TFM and
KCS/TM from anticompetitive behavior. | | |

finally, it wouid representvbad policy for the STB to rgquire KCS to ne‘gotia"ce over the
’rates,; divisions, and service standards to be applied by TFM and, absént vagreement by KCS, to

* impose such an arrangement. Such a scenario has the potehtial to expose U.S. carriers to
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- impermissible actions by foreign countries. One can imagine a scenario where, if the U.S., v
through th(; STB, begins to tell foreign rail subsidiaries what rates, divisions{ aﬁd sefvice
standards to adopt in their own countriés, these countries would presume that furnabo’ut is fair
play. When CN aéquired IC, should the Canadian government have} told CN what rates and
services ICvco;uld charge, not in Canada, but in the U.S.? If it had, CN would have been the first
io complain‘and the S"I“B likely wouid not have recognized such an action being kwitrhin Canada’s
juﬁsdict{on. Likewise, if the facts in the KCS/TFM transaction were reversed and TFM were
acquiriﬁg KCS, should the Mexican government be able to tell TFM what rates, serﬁces, and
éh&ges KCS should adopt in the United States? Qf course not. Neither should the STB impose
rates, divisions, and service standards on TFM or adopt conditioﬁs that would eﬁpose the Board

to the potential n’skbof having to do so.

3. UP’s Requests Contradict UP’s Own Position In Other Proceedings; As
~ Well As Board Policy ‘ ‘

As noted, UP’s suggested condition regarding KCS’s acqﬁisition of TFM would only
“spring” inio effect if KCS also acquired control of TFM. 3 Setting aside the fact that these
conditions would spring into effect on a transac;tion that is outside the Board’s jurisdiction, ‘UP’s
suggestion ié diamefricélly opposed tb the position UP has taken in other matters, as well as to

-Board précedent. | |

In the past, UP has \oﬁposled thé use of “springing conditions.” In its comments in the
Board’s Major Rail Consolidation proceeding, UP urged that “[t]he Board should not attempt to
remedy the effect_s of déwnstreaﬁ mergers by desiéning coﬁditiohs that would spring into effect.

when a downstream merger occurs.” Union Pacific’s Opening Comments on Proposed Merger

3 UP’s September 30 Comments (UP-11)at 15-16.
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Rules STB Ex Parte No. 582 (Sub—No 1) filed Nov. 17,2000 (“Opemng Comments”) at 5- 6
“Any attempt to specrfy springing conditions i in advance is doomed to fail,” UP stated, citing the
Board’s “long -established pohcy of favonng ﬁnallty in its review of merger proceedmgs
Union Pacific’s Closmg Comments on Proposed Merger Rules, STB Ex Parte No. 582 (Sub-No
1), filed Jan. 11, 2001 at 16-18 (c1t111g Seaboard Coast Line R.R. Investrgatlon of Control &
- Modification of Traffic Condztzons, 360 1.C.C. 582, 606 (1979)).
The Board adopted UP’s position against springing conditions as part of its major rail
 consolidation rules. The Board specifically accepted UP’s pos.ition'that the use of “springing”
conditions was likely to “undermine the predictability and finality that carr.iers need to have in
order to consummate anyrnerger transaction.” Major Rail Consolidation Procedures, STBEx -~
© Parte No. 582 (Sub-No. 1), 2001 STB LEXIS 546 (served June 11, 2001) (“Ex Parte No. 5827), -
- at *¥100-*1 01; and thar “we will not be able to specify, in the final decision aloproving a mergetr,
the conditions that will ‘spring’ into effect When a doWnsrrearrl merger occurs.” Ex Parte No.
582 at ¥433-*434. | |

~ The citations in UP’s Supplemental Comments for the proposition that “springing”
conditions are “nothing unusual* are highly misleadrng. UP’s proposed springing condition
in this case would ottempt to resolve a problem that does not now, and may never, ekist. | That is
vastly.differerrt from the Board having continuing jutisdiction to exémine and resolve a problem
thot arose from a Board—approved rrx‘erger by imposing a specific eondition to address the
. specific problem. Furthermore, UP’S s’uggested CN/BCR solution is unlike the requiremenr that
applicanrs in major mergers “suggest additional measures that ﬂre Board might 'take if it |

approves the application and the anticipated public benefits identified by the applicants fail to

3 UP September 30 Comments (UP-11) at 16, n. 22.
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' maferializef’ becausé that fequirérﬁent also contemplates that a known p.r‘obl_em will be
: | examined and resolyed. By contrast, UP’s proposed CN/BCR cbnditibn ,Wbuld impose a
'soluti(‘)n without knowing Wheﬂler a problefn will even exist. Moreover, the triggering event for v
- uP’s proposed spfinging condition - the mere éccuﬁence of KCS contfol of TFM -isnot a
competitive problem at allé' rather, it is transaction that has aﬂready passéd muster with
competition authorities in the U.S. and Mexico. |
UP’s request fora springing condition contradi(‘:f[s the position UP has taken in the past,
» and seeks to remedy a “problem” that does not now and very likely never will exist. Rather than
accepting UP’s suggestion, the Board should adhere to the maiim that it “is not required to act
as a roving ombudsman reétfucturing railroads on its own in order to satisfy an individual '
~ carrier’s notion o‘f what ¢ffecﬁve competition may require.” Southern Pacific Trans. Co. v.
Interstate Commerce Commission, 736 F.2d 708, 722 (D‘C. Cir. 1984), cert. denied 469 US
1208 (1985) (upholding denial of conditions requested tc; “ensure effective cpmpetition”
,because' they were not designed to mitigate anti—competiﬁve consequences sytemming directly
ﬁom the transa_étion befére the agenéy).
| CONCLUSION ,

Quite simply; the issue before the Board is whether.ppponents of KCS’s control of Tex |
Mcx‘ have shown a likelihoéd_of substantial co‘mpetitiVeilllarm arising from that transaction. v
" Clearly, they have ﬁot. In fact, no party openly opposes the Hansécﬁon. Instead, a wide array of
shippers and even othef gdvennnént agencies whole—heartédly support the transaction. These
~ barﬁgs include the U.S. Depéﬂment of Agriculture (“USDA”j, which almost univ¢fsally opposes
further rail system cqnsolidation. Even USDA says that KCS’s cbntroi of Tex Mex, and of -

TFM, will strengthen, not reduce, competition. That conclusion is in harmony with the '
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conclﬁsions of all of thé other agencies that have revieWed the_ée transacﬁoﬁé, namely the -
Mexican Federal Compeﬁtion ‘Commission, the Mexiéan_Forei@ Investméﬂt Commissiqn, and :
~the United States Department of Justice. |
Nevertheless,r a few of KCS’s competitors and their allies seek to improve their hold on
- the market by alleging theoretical anticbmpetiﬁve strategieS<KCS might employ and suggesﬁng,
as remedies to th;)sv’e theories, conditions that would impede open competition, continue UP’s
market dominance, and likely even impair rail-‘to-rail‘compevtition m Me;xico. iKCS,Y on the other
* hand, has afﬁrmatively shown that this transaction, even if considered in the context of the
proposed TFM transaction, will not have any anticompetitive effects. There are no horizontal
competitive effects of this puréiy end-to-end transaction nor is vthere harm to sQurCe cdmpetition.'
Neither are there anticompetitive vertical foreclosure effectsiundér the Board’s iong—standin‘g,
Widely-accepted merger theory, which DOT reiterates and endorses. Although expressing Sqmé
“lingering concerns, even DOT finds that the transactions will not result‘ in x;eftical foreclosure.
" Even if vertical effects were possible in theory, economic necessity crea@d by the market
réach of UP and BNSF is so Z(k;rea’: thaf none of the theoretical effects could come into play.
- Economists A:ndrew‘ Kleit and Curtis Gnmm éach démonstréte that vertical effects do not exist, a
| particularly telling position ﬁ‘omv Dr. Grimm .\x(l;o believes ’ccr)mp'etitive effects ére possiblé in
end-to-end transactions. The contréry conclusions previously offered By Dr. Hausman and Mr.
Gray are based on flawed assumptions, as explained at length in the KCS-IS/TM-17 last
September. | |
Even the’ limited opposition oﬁginally voiced to KCS’S control of Tex Méx has sﬁbsided ‘
over the past year. Pacer sought a Variety of Board actions last‘yeam“. This yéar, with its concern

over the implementation of MCS addressed, it has not renewed its requests. Last year, BNSF
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sought to extend its ﬁve;year diyisidns agreement with Téx Mex thrbligh a Bo_afd—imposed -
freéze on Tex Méx aﬁd‘TFM divisions, but, having had its agreement with Tex Mex extend;:d ét : 3
least through Décc;mber 2004 and having discussed matters with KCS, BNSF did not now renew
its réqﬁests for pro’gecﬁon. Similarly, the pas;[ year has shown that concerns Voviced l;y NS about
investment in KCS’s Meridian S‘pe‘edway‘ and UP’s concerns aboﬁt fluidity of operaﬁons at the
Laredo Bridge have not been borne out. | |
KCS has stated firmly on the record in this case that offeri'né competitive and improved
'ser\;iée is the goal of NAFTA Rail. Unleés KCS, ag NAFTA Rail, offers improved service and
rates, &afﬁc will be lost té othéf carriers through other gateways or to the dominant cross-border
mode — ;crucks and water carriage. Competing, not stifling compeﬁtion, is the objective of
NAFTA Rail. While KCS understands that its competitoré do not want to lose any of theﬁ
qverwhelming competitive leverage, KCS submits that competitive leverage is nbt ‘th‘e Board’s
broper concern. The‘ca‘rrie'rs »willwqu out whatever differences they may havé while coﬁtinuing
to provide improved service foeﬁngs\to shippers, because that is what the marketplace demands.
‘The simplé fact is that the transaction befor'e‘ the Board, even in the context of the
proposed but still uncertain TFM transaction, does not have any anticompetitive effects. No one
‘ has shown the contrary. Under Section 11324(d), that fact calls for grantiﬁg KCS’S ai)pﬁ‘cation
uﬂconditionall'y. In so doing, the Bbard 'wi‘ll Be allowing the marketblace to govern sﬁbjeét to the
Board’s continuing oversight to reViéw potential problems inv the future.
Fmthélmore, given the deiays in the traﬁsaction from last year and the fact that Tex Mex
is currently being run uridér a voting trusi, KCS ’rene“vfs its request that the Board make 1ts
décision in this case efféctivé no later théh 5 dayé from issuance of its decision. See KCS/T ex ;

Mex May'14, 2003 Petition To Establish Prqcedliral Schedule at 6, n. 4. This is c;onsistént with
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ﬁuﬁleroﬁs precedents f& minor traﬁsactions;-ln doing so, Tex Mex will be released from the
coﬁstraints associated Qith ‘(')perating’ of ax votiﬂg trust, which somewhat limits its ability to‘\maké
iong term plans and enter into long term réte agreements. Likewise, KCS can move forward as '
expeditiously as possible in putﬁng its larger resources to work fo: a struggling Tex Mex.- ‘

Respecffully submitted,
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. BEFORE THE
SURFACE TRANSPORTATION BOARD

FINANCE DOCKET NO. 34342

'SUPPLEMENTAL VERIFIED STATEMENT OF GERALD K. DAVIES

. " My name is G¢rald K Davies and I am the Executive Vice Presi&ent and Chief Operaﬁng
Officer of The Kansas City So’utherana'ilway Company (“KCSR”). 1 have a PhD in | 4
transpoﬁaﬁon \economics aﬁd haye previously provided two written statements to the Board in
this proceeding, one‘ in KCS-10/TM-10, Supplement To Applicaﬁon, and the other in KCS-
18B/TM—17B, Resinonse To Comments, Protests, and Request for Condiﬁons. I also testified at
the Board’s July 51, 2003 public hearing (thé “Public Hearing™) held in conjunction with this |
transaction. I do not inten‘db to repeat all of my previous findings and arguments here. Instead,
the purpoée of this siatement is to address some issues raised in the September 30, 2004
. Addiﬁonai Comments ﬁléd by Union Pacific Railroad Company (“UP”), Canadian Pacific
| Railroad Company t“CP), and th¢ United States Department of Transportation (“DOT”).
The Lafedo Bridge | |
In UP’s additional comments, it once agaiﬁ claims that the existing agreements governing
dispatching and control of th¢ nort;hern half of the International Bridge at Lal;edo (“Larédo
Bridge”) ai;e inadequate to prev:entyKCS from using its control of Tex Mex to diseidvantagé UP-
TFM routihgs. UP we;nts the Board to impose a por/ldition requiring KCS to negotiate a new
prbtocol with it. UP’s previbus comments advocated that this protoqol shoﬁld require
establishing a joint operations center that would “give UP a formal role in decisions abbut Bridge

operations and priority for moi(ements over the Bridge.” UP-7A at 101. Absent KCS agreement
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“to such enew protocol, UP asks tohave such a protocol developed and imposed by tﬁe Board.
UP’s soggested condition is onwarranted, unnecessory, and should be rejected.

| As an initial matter, UP has failed to show that the existing agreements are ina(tequate to
protect its interests. As I understand it, the UP asserts that the agreements could be interpreted :
such that Tex Mex, under KCS control, could require that UP aod Tex Mex each get 50% of the
capamty of the bridge. In other Words if there are 24 available slots per day to run trams over |
the bndge Tex Mex would get 12 and UP would get 12, even though Tex Mex has only enough
‘ , trams to fill 6 slots, for example. Under UP’s theory, Tex Mex would allow its other 6 slots to.

" go unused.

- There are several reasons why UP’s theory is in conflict with the reah’mes of operatmg the
bridge. FlI‘St, such an approach would be against KCS’s econormc mterest Obstructing UP
traffic at the bridge would cost TFM revenue, which would harm our investment in TEM. The
notion that KCS would adopt a policy that allows atlailable slots on the bridge to go unused, even
though there were UP trains waiting to use those slots, is just not credible. In addition, UP khas 5 f
donﬁnatnt market share, serves many points not served by KCS, and has many Ways to retaliate o

against KCS.**> It would be unprofitable not to move UP traffic if capacity were available. As 1

- % Indeed, itis UP that has the chokehold over KCS and Tex Mex as they have absolute control’
- over the very operations that allow KCS to connect with the Laredo Bridge, i.e. Tex Mex’s

" trackage rights over UP between Beaumont and Robstown/Corpus Christi. In fact, data that UP

submitted to the FRA in its brake waiver petition (FRA Docket No. FRA-2004-18746-1, Union

- Pacific Railroad Company Request for Air Brake and Inspection Waivers, 69 Fed. Reg. 54177,
September 7, 2004) showed UP’s market share over Laredo increasing 7.1% between 1999 and
2003. During that same period, Tex Mex’s transit times on UP between Robstown and
Beaumont roughly doubled. UP’s increased market share at Laredo appears to be directly related
to the operational obstacles Tex Mex experiences on UP’s lines. Additionally, UP has the abﬂlty
to use other gateways to Mexico, which KCS does not.
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told the Board\last July, there is plenty of unused capacity on the bﬁdge, and that statément
femains true today.’ 6’ B

Second, UP’s a:rgumeht rests on the notion that the transaction will somehow change Tex
Mex’s incéritives with respect to UP’s uée of the Laredo Bridge. As Chairman Nober noted at
the Public Hearing, if it were in KCS’s larger interest now to raise rates, constraih UP’s use, or
otherwise manipulate UP’s use of the bridge to try to derive more revenue for Tex Mex, the same
actiéns would havé been 1n Tex Mex's interest in the last se\}eral years as weli, but those actions did
not occur, Chairman Nober is ri ght. ‘It did not happeﬁ then and it will not hap‘pén in the future.
Finally, I would like ’tb address UP’s arguments regarding KCS’s vvilliﬁgness to negotiate
new p_rotocol's; KCS hés always believed that the existing agreeinents and existing arrangements
hafre worked well. KCS has»absolutekly no blans to change any of the existing practices
governing the bridge. "Dispatching over the bridge will continue fo operate out of fhe UP facility
in downtown Laredo and will remain subject to UP’s direct involvement. There wﬂl be daily
calls and monthly meetingé to resolve both immediate and long term ;:oncems. KCS intends ‘to |
work with UP to increase efficiency of the operation over aﬁd}the capacity of ’;h;: bridge.

ANonetheless, because of UP’s feafs regarding the transaction and its desire’to reach new
protocéls‘, KCS agreéd, prior to TFM’s repurchase of Mexrail’s stock last year, to sit down with
UP to négotiaté over tﬁeir concerns and issues.: Our willingness to negotiate was not reco grﬁtion o
on our pé;rt that the existing arranéements were jnadequéte or that new protocols were'needed.

In fact, the bridge is now operating better than it has in many years. We met because it is our

3¢ My analysis, repeated at the Board’s Public Heariﬁg, establishes that the bridge is operating at
about 50% of its capacity. ' '
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" business practice to alwéys sit down with parties with Wilom ‘we have agreements to see if thére
are ways to work ‘together to imprové operations. ‘ |
Since KCS announced ‘the renewed agreemé_nt to aoquire Mexrail, UP has’not approached
KCS again on new bridge protocols. The first Ibooamc aware of UP’s continuing interest in
nogotiétmg oew protoools was upon receiving information about UP’s Septembef 30 filing with
" the Board in which it requested a condition on the tranéaction. KCS remaihs‘wiﬁing to oit down
with UP, just as we would with any party witﬁ whom we have agreements. I commit to doing S0
again, but as UP itself has said in the past, the Board should not involvg: ifse_lf in private
négotiations and should not impose an agreement merely because UP énd KCS are unable to
agfa |
BNSF Interchange At Robstown
KCS believes that market forces, the NITL agreement, and KCS’s willinghess to work
| with BNSF demonstrate that there is really no issue of concern regarding BNSF ’s ability to
interchango with Tex Mex at Robstown. In fact, after discussions with KCS, BNSF chose not
file comments on September 3k0. : k
BNSF was actively involved throughout the éarly portion of this proceeding. At thét ;
time, BNSF é.rgued that KCS would use its control of Tex Mex to “close” the Robstown
interrchanbge-, thereby depriving shippers of access to Mexico. Absent.the interchange with Tex
Mex at Robstown, BNSF would have access to TFM at Brownéville or could use its other : |
gatewayo, maiﬁly El Pasol and Eagle Pass, thereby depriving Téx Mex and potentialiy TPF‘M‘Of ‘
rovenues assooiated with the traffic. Cloary, BNSF has considerable leverage over both Tex Mex

and TFM.
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When KCS announced thé renewed agreement for the Tex Mex transaction, BNSF |
contactéd KCS and req@ested negoﬁations over their concerns about the Robstown interchange
- and about the existing divisions ’ag';reement‘ Consistent with its commitments throughout this -
proceeding, and without conceding that BNSF’s concerns required imposition of a condition at
the STB, KCS agreed to sit.down with BNSF. KCS and BNSF have reached an agreement &at
KCS believes resolves BNSF’s concerns. |
While the existing Tex Mex divisions do not appear to pi‘oyidé Tex Mex with an
adgquate contribution to its costs, we know that ifa KCS-coﬁtrolled Tex Mex were to attempt to
" raise Tex Mex’s divisions too high, then’either BNSF would simply shift its traffic to its other
gateways (which BNSF has told ué that ,they’a;re willing to dq) or railroads would lose the traffic
alto’gether’ as the shippers move to other modes. These market forces, f)lus the NITL agreement,
show why the conditions once requested by BNSF are heither justified 10T necessary. As FKCS
has said throughout this préceed'ing,‘ aKCS wﬁ&olled Tex Mex will continue to irﬁercha’nge
with BNSF at Robgtowﬂ. We have to. Market conditions require it. The NITL agreement
requires it. s
DOT has expressed concern that KCVS might “reduce BN’s role as the major competitive
spur to UP in the affected region.” DOT need not bé concerned.®’ In fact,' as shown by the
attached docﬁnierits preparéd for KCS’s executi%ze committee, Exhibits 1 and 2, our plans are to

increase our cooperation with BNSF, not reduce it.

37 I note that DOT has never supported BNSF’s rate freeze request or a requirement that the
parties negotiate anew agreement under STB over51ght and have the STB impose such an
agreement if the parties were unable to agree.
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KCS’s “Open GateWay‘ . Commjtment At Laredo
Even thoﬁgh, all parties ad:tﬁit that the KCS/TFM transaction is not in frent of the Board".

and is nét subject to the Board’s jurisdiction, UP aﬂd CP have filed suppleméntal (,:ommentsy ‘

reiterating their requests that the Board impose a condition arising frbm KCS’s efforts in Mexico

to acquire control of TFM. I will Ieavé it to the lawyers to discuss whether or nof such a

condition would even be Ie;gal, and instead I will foéus on the merits of their claims.
| Market forces will simply prevent KCS from raising rates tp shippers or from foreclosing
- efficient UP and BNSF rdutes tq’ and from the Mexican market. There are several reasons for.
thié. First, UP, CP, and BNSF provid‘e a significant amount of trafﬁc to TFM todziy. The vast
' fnajority of this trafﬁ;: comes fromvpoi‘nts not served by KCS. It would be unproﬁtabie for KCS
to use co’ntrolv of TFM to fbreclosé this traffic. Second, if TFM, under KCS control, were to raise
its division requirements to levels that would cﬁt off‘UP or BNSF traffic, these carriers could -
simply shift their traffic to the other gateways, as they have previously threétenéd to do. Third,"
élmoét ail of the rail traffic ﬂoWing into and out o‘f Mexico is elastic in nature and easily
susceptible to diversion tq MghWays c;r water at the slightest increa'sé in price ’or‘ reduction in
service. Fourth, té the extent the trafﬁc is inelastic, i.e. rail dependént, then the rate to the
shippers is already as high as it can go and the carriers are simply fighting over whét share ‘of the -
overall through rate each will obtain. Fifth, as UP itself has admitted, most of the trafﬁc is -
already lock.e;i—inlvia contracts and KCS will have limited ability to divert this traffic to KCS ’
routingsf And sixth, both KCS and BNSF are limited in théir ability to put a significant anibunt :
of traffic over the Tex Mex because of thg éapacity constraints on their trackage rights over the |

UP.
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' Shippers récogniZe the power of these market forc.es; No shipper, shipper group, or
shortline ra;;llfoad has filed comments supborting UP’s and CP’s request for forced negotiatioqs.
ﬁikewiée, no ‘é\OVémrr;ent agency suppdrts their recommended conditions, ihcludihg DOT, Who
believes insfead that “parties should be free to negotiate rates privately and freely —"with the
1;1nd¢rstanding that rates. . . will be subject to the Board’s oversight td protect the public interest.” ‘
DOT-4 at 20. » v |

Although UP and CP each claim that their suggeéted conditions merely implement the .
commitments that KCS has made, their éonditidns 20 fat beyond KCS’s commitments. Alr’nost"
from the day the two transactions were announced, KCS assured shippers that it wbuld keep fhe
Laredo gateway open and work to improve service. Ireiterate that commitment, but thé’ Board
siloﬁld undérstand that this assurance is not directed‘ for the benefit of our competitors in order to:
resolve tﬁeir concerns over the relative bafgaining positions of the carriers with respect to
- divisions. Instead, this and our prior assurances are directed to the shippers to let them know that
KCS has no intention of incréasing their rail rates or degrading théir service. illdeéd, as I've
stated, the market would not let us do that even if we wanted to do so. We have ’Eo continue

working with UP, CP, BNSF, and other carriers to assure shippers of réasonable rates té the
Laredo gateway.

UP aﬁd CP appear to want to protect theif divisions and profits, instead of prbtect rail
rates or servicg to shippers. The Board should not impose their suggested conditions. In fact,
their sﬁggesﬁons run the ﬁsk of freezing divisions on TFM vﬁﬁle leaving UP and CP free to
adjust their ﬁoﬂiohs of thé fate upWard to capture an artificially high share of tﬁe profits.

Likewise, their suggestions to tie TFM’s hands, while leaving UP’s affiliate Ferromex
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unirﬁpeded, seek to tilt the competitive tﬁblev m Ferromex’s favor. Such ‘résults have nothing to |
. (iO',Witﬁ the commitments we hﬁve made. |

We ﬁegoﬁated the NITL agreement to implemenf ouf cdﬁunitment to keep the Laredo :
gateway open on commercially reasonéble terms and to preserve serviée. This agreément.
requires that KCS (1) offef commercially reasonable rates to-shippers for traffic to and from
Mexico; (2) honor all existing agreements géverﬁing ratesrand divisions over KCS and Tex.Me;{;
and (3) maintain service standards. Moreover, the NIT League aérepment recognizes the
sqvereighty of the U.S. and Mexican governments. : This agreement avoids placing the Board in
) the position of having to involve i_tseif in negotiations between carriers over divisions. KCS ‘
bélieves'that the NITL agreement proteéts shippers’ interésts and is consistent with this agency’s
policy of favofing negotiated settlements and allowing tile marketplace to gbvérn.

In summary, KCS believes that our aéquisition of Tex Mex will have absolﬁtely no
anticqmbetitive effects and therefore warrants no imposition of any conditions. This c"onclusidﬁ '
does nét change when dne considers the effects of KCS’s acquisition of TFM, and is Supported
widely by gbvernment ‘agencies, Shippers, and shortline rﬁilroads. In fact, 1o shipper - not one,

- not even Pacer - has Vgo'ne as far as to support UP’s, CP’s, or BNSF’s requested conditions. On
the other hand, dozens of shippers, and their largest trade association, the NIT League, fully
support the transaction.s. _KCS.asks the Board to approve expeditiously its aéquisition of Tex

Mex.'
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VERIFICATION

I, Gerald K. Davies, verify under penalty of perjury that I have read the foregoing
‘ stétement and that it is true and correct. Further, I certify that [ am-qualified and

authorized to file this verified statement.

Gerald K. Davies

Executed on . '4’ of October, 2004.

'STATE OF MISSOURI

* COUNTY OF %MM

Subscribed and sworn to béfore me ‘
on this (4* day of October 2004,

)
) S8,
)

A'%M—/

ary Bublic of the Stite of Missouri -

My commission expires:

LINDA REEVE
Notary Public - Notary Seal
STATE OF MISSOURE -~ -
CLAYCOUNTY
MY.COMMISSION EXP; AUG. 4,2006
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SUPPLEMENTAL VERIFIED STATEMENT OF
ERASMO SANTOS '

TN

S RAEROAD CONTROL APPLICATION '
OF THE KANSAS CITY SOUTHERN RAILWAY COMPANY,
) GATEWAY EASTERN RAILWAY COMPANY
and
THE TEXAS MEXICAN RAILWAY COMPANY

, BEFORE THE
SURFACE TRANSPORTATION BOARD

FINANCE DOCKET NO. 34342

1. My name ié Erasmo Santos. I am employed by TFM, S.A. de C.V. (“TFM”) as
the Border Superintendent of the Laredo Bﬁdg'e. My formal business address is Walker
Plaza Bldg., Suite 350, 5810 San Bernardino Av-énue, Laredo, Texas 78041. However, I
actually occupy an office at 21 15 Faﬁagut Street, which is located in the Union Paéiﬁc

Railroad Company (“UP”) facility adjacent to the Laredo Bridge. -

2.  lam offermg this Supplemental Verified Statement with regard to the Apphcatlon
| filed by Kansas C1ty Southern (“KCS”) to exercise control over The Kansas City Southern
Railway Company (“KCSR”), Gateway Eastern Railway Company (“Gateway’) and The
Texas Mexican Railway Company (“Te)‘(vMex"’). I have carefully reviewed the Veriﬁgd
Statement of John H. Rebensdorf, subfn‘itted as part of IjP’s Additional Comrﬁents, aswell as
the Verified Statgﬁient of Stephen R. Barkley to which Mr. Rebensdorf has referred, and

~ wish to respond to those Statements.

3. Asl previoust testified, T have acted as the Border Superintendent since

November 2001 and have been involved with border operations since 1994. During that
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’tirﬁe, I havé V\}orked closély with all three ra‘il.roads that ﬁse the bﬁdge -- UP, Tex Mex, and

4. 1 continue to beiie\}e that [ have always adnﬂﬁistered Laredo Bridge operations in
an even—handedbrrn‘anner and have never showed any favoritism to any of the railroads. Also,.

;“even though [ am employed by TFM, I have never been instructed or ordgred to discriminate
against UP. Instead, as UP admits, I have routinely “cleared UP trains to cross ﬁrst’ more
than half the time, reflecting ‘U’P’s higher percentage of the southﬁound traffic. The same has '
‘been true for nprthbound TFM blocks intended fdr UP.”*® No one at Tex Mex has ever
diéputed this ﬁattem. ’

5. - At page 7 of its Additional Commenté, UP repeats the reference to “today’s
’capécity-conStrained environment” at the 'In_ternational Bridge. That reference, as well as
UP’s earlier claim that the “Bridge‘ is operating close to capacity now,” is incorrect.*® Each
day, several houré continue to remain available for train opefations because neither UP nor
Tex Mex has trains available ;7Vhen the previéus window closes. As I previously testified,

~ and now repeat, there are times when a gap of three to four hours will occur before UP or |

Tex Mex will show up with a train.

6. " Also, while the windows are established on a six-hour basis; considerable
flexibility exists to enlarge a window in order to accommodate a late arrival, especially if the
train carries a priority label. In some instances, when it is known that a southbound train is

going to be a late arrival, a northbound train, rathé_r than waiting, will be moved before the

* V.S. Barkley at 9.

¥ys. Barkley at 11.
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n‘orthf;ound window is foh‘nally opened. df coursé, ifa trajﬁ is drastically late, it will have to .
wait for the next window. Allowing the‘ Bridge operators to actualIy manage the Bridge
6pérations, rather than to siﬁlply oversee the impositipn of strict and unyié]ding formu]as,
benefits all users of the Bridge. .These fluid operating conditions have continued through the

past year and will continue indefinitely into the future.

7. Tam personallybaware that the existing agreerhents work fine and have worked
fine for many years. Iam not aware that UP has ever complained that TFM ‘and/or Tex Mex

have discriminated against it with respect to the Bridge.

8. I have not received instructions from anyone at KCS, TFM or Tex Mex to change
these‘operating practices. In addition, I have never been told by KCS, TFM or Tex Mex to
discriminate against UP. Instead, those companies have fully supported UP’s and TFM’s ‘

efforts to improve the efficiency of the Bridge.

9, | The Board shoﬁld be aware it.hat UP has reqﬁested a “waiv.er of 49 CFR 232;205 -
Class I brake test-initial terminal inspection, 232.409 - Iﬁspection and testing of end—of-tréin .
'devicgs, 215.13 Pre-Departure Inspectioﬁ, and 229.201, Locorﬁotive Daily Iﬁspection, as
necessary to allow tes;ts and inspecﬁoﬁs that are performed in Mexico by the Tranépoxtacion
» ferroviaria Mexicana (TFM) to be considered valid for run-throﬁgh trains interchanged at the
" Laredo, Texas GateWay.’f See, FRA Docket No. FRA-2004-18746-1, Union Pacific Railroad:

Company Request for Ai(‘ Brake and Inspection 'Waivérs, 69 Fed. Reg. 541 71, Septembér 7,
2004 (“Waiver Petition”). '

10 As UP observed in its Waiver'Pyetitionﬂ “[t]hese‘ trains are prg-biocked in Mexico
and cﬁﬁenﬂy receive a Class I air bfake inspection and pre-departure mechanical inspectiOn

in Mexico _at the TFM’s yard in Nuevo Laredo. Under present operating procedures, the
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trains traVe] only a few miles before receiving another Class I brake test and mechanical
“inspection in the United States. UP’svproposal, if approved, would save approximately five S
- hours per run-through train and greatly reduce current congestion and increase capacity at the

~Laredo Gateway'.” TFM and Tex Mex have supported UP’s request.

11. I'too personally agree with UP’s assessment and believe that if the UP’s peﬁtion
is granted by FRA, it will do far more to alleviate congestion and improve rail operations
than would be achieved by thé impc_)sition of a condition that could dény me, and‘those who
will follow mé, the flexibility to deal with unforeseen developments on a daily basis. Based -

on my knowledge of operations, I see no reason to interfere with the current system.

12. ‘Although I am headquartered jn UP facilities, [ have not be¢n approacheci by [jP
ébout any need to negotiate a new operating protopol. In my opihion, which is; based on
several.y'ears of sui)ervising operations at the International Bridge, there is no need to enter
into a néw prétocol, especially ’when traffic is moving without incident over the Bridgé and
where, as a practical matter, it can be expected to continue to move without incident after

KCS is granted authority to control Tex Mex.

73



‘ VERIFICATION »
On thls \‘x th day of October 2004, I Erasmo Santos, venﬁr under penalty of pexjury that :
: 1 have read the forcgomg statement and that :t is true and correct. Further, I certify that [ am

qualified and axxthonzed to ﬁie this ve;nﬁed statement.

Re Yy

SN \%mo Santos
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: BEFORE THE
SURFACE TRAN SPORTATION BOARD

FINANCE DOCKET NO. 34342

SUPPLEMENTAL VERIFIED STATEMENT OF
DR. CURTIS GRIMM

My name is Curtis M. Gnmm and I am Dean’s Professor of Supply Cham and Strategy,
Robert H. Smith School of Business, Un1vers1ty of Maryland at College Park. I have been a
‘ member of this College since 1983. Ireceived my BA in economlcs from the Un1vers1ty of k
V\lisconsin—Madison in 1975 and my Ph;D. in economics from the University of California-
Berkeley in 1983. My Ph.D. dissertation inyestigated competitive impacts of railroad mergers.
In my background, I have extensively addressed public policy issues regarding
| transportation, including those examined in Interstate Commerce Commisslon (“lCC”) and
Surface Transportation Board (“STB?’) merger’and control proceedings. My experietlce also
‘includes working \yith the Canadian Colnpetition Bureau on four separate railr'oad matters over
the past few years on issues including the effects of U.S. deregulation on Canada, rates and limits :
for Canadian interswitching afrangements,' the acquisition of certain Conrail properties by ‘ k
CN/CP, and a potential alliance of 'CN and CP in Eastern Canada. In addition, my researeh has
involved deregulatlon, compet1t10n policy, and competitive interaction and management strategy,
'b all w1th a strong focus on transportation. Further details may be found in the vitae attached to
my initial statement. KCS-3/TM-3, V.S. Grimm at 70.
I'have previously submitted three staterﬁents in this case on behalf of l(anéas City

Southern (“KCS”) and The Kansas City Southérn Railway Company (”KCSR”). My initial
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| ,stateméht respdndéd to a request vby KCS to perform an ecohomicanélﬁis bf the KCS pﬁréhase
énd control of Tex Mex, with paﬁi;:ﬁlar emphasis on the impact on cpmpetition. My analysis
shoWed that the éontfol &ahsactiqn, which is entirely end—to-éﬁd in nature, would result inno
anticompetitive effects. There are no locations or routing options thét would be reduced from

| two-tb-oné or even from ﬂiree-to-two. I was subsequently asked by AKCS toraddr‘ess whether my
findings that were ’explained in my initial sfatément would still be the same if I also took into
accounf the second transaction, KCS’s acquisition of the shares of TFM that ‘are currently owned
by Grupo TMM. 1 did so and chcIuded that there would be no adverse competitive effects from
either transaction. | | | ‘

‘Coxylsistent‘with STB precedent and économic{analysis of similar transactions, thevmain

body of my 1'1ﬁtia_l statements examined the horizontal‘ competitive effects from fhe fraﬁsaétions.
Importantly, my conclusion that ’both transaétions have no horizontal competitive effects has‘not
been challenged. Mqreover, there have been no changed circumstances during the past year, or
any changes ‘irn the nature ,Of the consolidation, which alter my conclusions. - As such, my
unrebutted finding that the two transactioﬁs entail no horizontal effects should remain the

'7cor‘ners‘tone of the STB’s evaluatioh éf éompeﬁtive é_ﬁécts in this case.

’fhe competitive issues which remain in the base, and which have been re-visited in

“recent testﬁnony, are aﬂ verticgl foreclosure issues. Most recen‘/cly,kUP has argued £hat fhe recent
actions By the Cén’adian Competition Bureéu with régard to CNés proposed acquis’ition‘ of British

‘ Columbia Rail (“BC ‘R‘é.il”) should serve as émodel for STB action in this case." In the remaﬁnderi
of my statemeni, I %Vj()uld like to first outline principles to be considered by the Board in
evaluating v\‘/ertical foreélOsure, appiy these principlés to the arguments raised by UP and BNSF, |

and compai‘e thé_ ‘facts» of this case to those present in the CN acquisition of BC Rail. As I will
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discuss, based upon that analysis; I conclude that under the conditions present in the market, 1n
’particular strong intermodal competition and the leverage and bargaining power possessed by‘
b‘oth UP and BNSF, neither ransaction will result in increased prices to shippers or the
inefficient foreclosure of UP/TFM or BNSF/TWTFM routings. Finally, I will address the recentb
. actions by the Canadian Competition Bureau and why they should not be emuiated by the Board

in this case.

The Appropriate Economic Framework For Examining End-To-End kMergers '

The new major rail merger guidelines place great'er emphasis on ensuring that gateW’ays
remain open in the context of end-to-end mergers. This has been a recent development and
appears to recognize that some end-to-end mergers may have anticompetitive effects—a position -
Lhave often advocated. DOT has argued that the'spirit of the new merger guidelines should be
applied in this ease. Leaving aside the jurisdictional and legal issues associated with apnlying

* the Board’s major merger guidelines to KCS’s acquisition of control of Tex Mex or to KCS’s
‘ k acqursiﬁon of TFM, I will assume arguendo that the sprrit of the new merger guidelines should
apply in this and other future end—to-end transactions.
| In so doing,- itis important to ask: How should the Board proceed in implementing these
gu1de11nes in th1s case or future cases? The standard theory cons1stent1y adopted by this Board -
has been that efﬁc1ent 1nter11ne options will not be foreclosed. I have prevmusly advocated that
_in some 1nstances thls conclusion is unwarranted For example there may be some compet1t1\re
harm in the context of an end-to-end transaction when the ‘unintegrated carrier is allowed to
co'ntinue to participate in a post-transaction joint-line moue, but ﬁnds itself forced down to such
lorv margins that over time it c’annot cover its }ﬁxed costs. This can lead to erosion of interline

competitive options even in the context of an otherwise benign end-to-end transaction.
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As noted, thé STB has rejécted Sucﬁ an analysis in the past, but the sense of the néw o
guidelines may indicéte fethinkjng of this issue. Therefore, in so doing, the Board will have to

determine what frameWork it ié going to use in assessing whether such intervention is necessafy
- and desirable.

The ﬁamewérk 1 propose is a case-by-case analysis and not the appliéation ofa unifbrin
iriter\}entionist policy which ignores individual circumstances. I believe that it is importalit to
assess each case basedrlon specific facts regarding the likelihood of anticompetitive vertical
foreclosure. In so doing, the Board should closely examine such issues as the ability of a
potenﬁally foreclosed railroad to proteét itself, the likelihood that shippers méy ulﬁﬁately pay
_ higher prices, and the likelihood that shippers will see a decline in s’erviée.

Such a case-by-case approach allows the Board to determine that intervention, in the
form of an appropriate condition, may be necessary in those cases of an end-to-end merger where
the uninteg;atedbcar»rier’s bargaﬁﬂng position over divisions would be substantially weakened By
the transaction and where that carrier had no countervailing rﬁarket pd_wer. In such instances,
where the integrated carrier has éupgﬁor péwer in the vertical relationship with rival rai]roads, it
may be pOSéibie for the‘now vertically integréted carrier .to faise prices or to force shippers td
k favér 1ts rouﬁngs. An example of where there may be harm from vertical foreclosure is where a
Short line or smali railroad lbses a friendly connection in bonjunctioh with an end-to-end
consolidation of two ﬁléga—raﬂroads. Such a pircumstaﬁce may, in the context of the new merger

guidelines, require the imposition of an appropriate condition.
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My prbposed approach can be illustrated with the familiar rat-tail diagram.

1

2
Carriers 1, 2, and 3 are initially indepeﬁdent, with Carriers 1 and 2 serving the A-B market and
Carrier 3 serving the B-C market. Carrier 1 acquiresy Carrier 3, and a potential \;ertical
foreclosure issue arisgs with respect to Carrier 2. The key initial questioh is: Can Carrier 2
protect itself against foreclosure? >Where it can, then there is no need to impose a conditibn dr td
proceed fﬁrthér with the analysis. Where it can’t, some form of Board iﬁtervention may be
necessary, when there is a subsequent determination that shippers will suffer negative rate or
- service impacts in the absence of intervention. »

There are a number of means available in most rail situations where Carrier 2 will be able v
to preveht itself from being unlawfully foreciosed. Carrier 2 may have options other than Cér_rier
3 to reach point C. Carrier 2 may originate or terﬁninate captive traffic on its A-B line. .Or, fhe
sitﬁa’gion may be reversed in other markets, with é Carrier 2 single-line routing in competitidn
with a Carrier 1-3 interline one. The crux of the issue is the relative bargaim'ng power and
leverage between Carriefs 1 and 2 folléwing the merger. ‘The fact that the merger éf Can‘iers ;1
and 3 may alter the leverage between Carriers 1 and 2 in the context of negbtiaﬁqg divisions is
ndt in itself germane, bﬁt rather the dual issues are first whether the post—mergér leverage o
between the two carriers is dangerously unbalanced as a conséquencé of the merger, and,-‘ second;

whether this imbalance is likely to result in shipper rate increases or decreases in service.
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Appllcatlon Of This Framework To.The Transactlons

Exammmg the vemcal foreclosure issues of the KCS/T ex Mex and KCS/TFM
t'ransacuons by applying th_e case-by—case framework descnbed above in the‘sp1r1\t of the ’Board’s
new merger guidelines, I can)unequi‘voc‘ally state that neither the KCS/Tex Mex nor KCS/TFM
transaction Wlll allow KCS, ih a post-merger environment, to vertically foreclose UP or BNSF in
this market. _There is no danger that rates to their shippers ‘will be increased or service degraded.
Nor will the traneactions allow KCS to force inefﬁcient routings over a'combined NAFTA Rail
system. In ‘short, the powerful leverage of UP and BNSF, along with other market ‘conditions, is
sufficient to prevent either transaction from having ahticompetitive effects that would warrant
imposition of a eondition. |

- 1. There Is No Basis For UP’s Requested Conditions

The current status quo provides UP with enormous leverage and bargaining power with
regard to interline relationships in the U.S.—Meiico rail market. While a consolidation of KCS
with Tex Mex and TFM will improve their aB_ility to /compete and should strengthen theﬁ
bargaining position vis-a-vis UP, UP will still ﬁlaintain a dominant position in the balance of
power. UP’s dominant position, combined vﬁth other morket factors, will prevent KCS from
forcing inefﬁcient routings; raising priees to shippers, or degrading service.

‘Many factors provide Uf’ substantial 1everage and vertical oower 1'11. its vertical relationshifs with
NAFTA Rail, and will provide ample protection versus any KCS Veﬁical foreclosure attempts.

' These factors have been &e]l—docuﬂlented in the record of this transaction. First, Union Pacific
is the largest of the Class I camers accountmg for over one-fourth of total rail industry revenue

and almost one-fifth of total rail 1ndustry track mlles NAFTA Rail, in its ent1rety, would have
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less than one-eighth the revenues of UP. This size mismatch provides UP with enormous
leverage in determination of rate 7div1'sions and rail routings. |

Second, UP now dominates cross-border trafﬁc. For example;, Ui”s market share for
' ; Lar}e.dor Nbr'thbound frafﬁc is 91% based on 2001/data; UP’s share for Laredo Southbound traffic
is 7 1% This virtual monopolization of traffic in the UsS. portion of U.S./Mexico movements
provides UP with substantial leverage.

| Third, UP has a great deal of U.S.—Mexico traffic tied up under long-term contr'acts’; so.
that shifts 1n routing or divisions are not even an option for quite some time. Even when fﬁose
contfacts expire, UP has so many captive shippers and such an extensive network coverége for
U:S.-Mexico traffic that it would be very difficult, if hot»i‘mpossible, for NAFTA Rail to reroute
this trafﬁc 6r to refuse to work with UP.

Fourth, UP has altemative gatewaysv to Mexico and can thus protect itself against
foreclosure by éhiﬁ:ing traffic or threatening to do so. For all‘bt‘rafﬁc to and from the U.S. and
Mexico, UP éarries 90% of'the Northbound traffic and 79% of the Southbound trafﬁc, with
* access at multiple rail gateways. In addition, UP ov;fns 26% of Ferromex, TFM’s éompetitér in

Mexico. |
- Finally, added to all these factors, Which amplsf protect UP’s mérket position, Tex Mex
must opérate over UP’s infrastﬁcture to connect TFM with KCSR. As sﬁch, NAFTA Rail"s
‘ ability to compete with ﬁP at Laredo depends larggly upon tﬁe d_i'spatching; maintenance and
investment practices of UP. | '
| When evaluating the outcome of intérline relationships followfng andend—to—end inerger
in the case, the key is the bargaining power of KCS and UP following'the merger? not simply

- whether there is a change in bargaining power from the merger. Clearly, NAFTA Rail will not
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exbren‘come close to having the upper hand i'r'i its relationship with UP foliowin}g the‘merk‘gebr.
‘Given btlﬁs situation, there is no basis for ﬂ;e coptention that this conéolidatibh will result in
f/erti;:al fbreclosure, and nd basis for UP’s requests for STB intervention or imposition of
requested conditions. ’

2. . There Is Also No Basis For BNSF’s ancerns

Similérly, BNSF has substantial leveragé'in it’s interline bargaining with KCS from most
of the same factors as does UP.  As does UP, BNSF dwarfs NAF ‘TA’Rail( with respect to ov.erall
sizé, with annual revenue of Vappr‘oximately $9.4 billion and ownership of approximately one-
fifth of total railroad track miles in the country. Traffic diyersions from BNSF due fo the
propqsed KCS/Tex Mex transaction were estimated in this proceeding to be approximately $6.8>
million annually. Clearly such diversions on the BNSF revenue base will not weaken BNSF as a
comipetitor so as to warrant finding an anticompetitive effect in a post;merger environment.

‘ .

Likewise, KCS’s control of Tex Mex and TFM will not allow KCS to raise rates to BNSF
éhippers or force inefﬁqicnt diy'ersioﬁs to the NAFTA Rail system. If ’KCS attempted to take |
such abtions, it risks: 1osing é.subStantial- amount of revenue ”becgluse BNSF will sirnply shift
gateways. BNSF has historicaﬂy made significant use of gateways other than Laredo and its
own route structuré fé;:ilitates this result. As noted préviously in the Rébuttal Verified Statement .
Of Gerald K. Daviés, BNSF has, in the past, split its va.S.-Mexico traffic almost evenly between
TFM interchanges at Laredo and Broﬁsville and Ferromex gateways at El Paso and Eagle Pass.
(KCS-]SB/TM—UB,/Tab F at 13). IfKCS were to use its control of Tex Meéx to attempt to raise
divisions beyond co@ercially reasohable‘rate factors, to inefﬁ’cient‘ly foreclose BNSF traffic, or
to “‘c\lose’; the Ropbstown ‘gatéway, BNSF.will simply retaliate by shiﬁing traffic to its Eagle Paéé '

or El Paso gafeWays.
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| Finally, KCS‘has very few competi‘tiveb_origins or destinations whefe it competes w1th P
BNSF so as to make inefficient foreclosure of BNSF intefchanges evenba viable the'oretical |
option. As detailed in the Veriﬁed Statement of Bengt Mutén, BNSF and KCS jointly terminate
* Laredo trafﬁc in only 3 of 388 Northbound markets and originate Laredo-bound traffic in only 6
0f 1099 Sonthbound markets. See KCS-18B/TM-17B, Tab G at 7. Thus, even assuming KCS
had the economic power to foreclose BNSF at these locations, which it does not, there is no Way |
that KCS could use these-locations to make up the losses that it would suffef due to BNSF
retaliation at remaining BNSF-served locations.

There isno basis for the contention that Vertical foreclosure will occur following the
NAF TA Rail consolidation, and no basis for STB action to freeze interlinedivisions. BNSF can
amply protect itself from unlawful vertical foreclosure. This _point’i‘s further strengthened by
KCS’s agreement with the NIT League, which requires KCS to quote rates for BNSF shippers
Wth desire to route via RobsteWn and the Laredo gateway. “

The CN/BC Rail Example Does Not Provide A Good Model

‘As previously argued, if regulators adopt a more activist approach ’no veftical forecloenre B
issues, evaluation of vertical foreclosure and prescription of regulatory remedies must be %lone on
a case—by-ease basis with careful attention to specific facts,‘particularly the ability of carrieré

-facing potential foreclosure to protect themselves. While a full evaluation of the CN’s
acquisition of BC Rail is clearly Beyond tne scope of this filing, an initial evaluation reveals a
‘number of salient differences between that consolidation and the insiént transection. Indeed,‘ the
situation sheds further light on how vertical foreclosure should be evaluated, and how different
conclusions may be reached case-by-case elepending on the 'relevantvfacts. The differe‘nc'es,in the

NAFTA Rail transaction and CN’s acquisition ‘o'fBC‘ Rail include the following:
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1)

2)

3)

4)

5)’

CN/BC Rail contains an important horizontai aépect, which contribﬁtes to the vertical
foreclosure concern in fhét the uniﬁtegrated carriers lose both “friendly” connections as a
result of the consolidation. CN and BC Rail serve many of the same origins and.
destinations in the region and thﬁs»compete for grain tréfﬁc in the British Célumbia area.
Théy are the only two cOmpetitors for many grain shipptlarks‘in that fegion. By éontrast, as
pointed out above, the NAFTA Rail consolidation has no horizontal effects.

Carriers connecting with BC .Rail have no alternative railroads providing access to
shippers in the British Columbia hinterlands. This contrasts sharply with UP’s and
BNSF’s abﬂity to access Mexican shippers .through alternative gateways and Ferromex.
‘The strength of intermodal competition may well vary between this transaction and |
NAF TA Rail. As has been pointéd out in this éase, water and truck competition aré
strong in the U.S.-Mexico market and provide further profection for shippefs ﬁom
vertical foreclosure concerns. |

While we are not privy to the details, the CN/BC Rail consent agreement indicatesfthat
shipper input played a role in the outcome. There may well have been shipper concern in
the CN/BC Rail case, while relevant shipper opposition and expression of fo;eclosure
concerns in thé NAFTA Rail transactions has Been minimal and the nation’s largest trade

association for shippers actually supports the transactions.

Most BC Rail traffic is currently interchanged with CN, as opposed to KCS originating or

terminating a very small pefcentage of TFM interline traffic. Again this is a factor which

can affect vertical foreclosure assessments. The CN/BC Rail model would thus be far

more appropriate if UP, not KCS, were merging with TFM.
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‘In suin, an appropriate bap‘proa,ch to vertical foreclosure issues invblves C&’I"Gflll assessment
on a case-by-case bésis of the blikelihoojd, of foreclosure and the abiﬁty of rival féﬂroéds an&
shippbcrs to protect themselves. Even a cursory examinatién of the CN acquisiti‘oﬁ_v of BC Rdﬂ;

‘ based on the ‘documents supplied by UP, reveals a number o‘f critical divffverencke'sbin the two
rvnergers.k As such, the actions of tvhe‘ Canadian Competiﬁon Bureau provide 10 basis for STB
action in this consolidation.

The actions of the Canadian authorities are in fact more rele\‘rant to this case in two ways
not mentioned by UP. First, note fha’t the CN/BC Railb action was taken by Canada’s equivalent
of our Départm‘ent of Justice Antitrust Division. indeed, our own DOJ had jurisdictién over tﬁe
TFM transaction under Hart-Scott-Rodino and examined very carefully the vertical fo@closure

‘ issues raisé.d by UP. bThc DOJ could have issued a second request and ultimately conditioned
their approval of the transaction on some type of “consen‘; decree” as did their Canadian
counterparts 1n CN/BC Rail. The U.S. DOJ opted, after a‘careﬁﬂ_evaluation of the facts, not to
issue a second request ih the KCS/TFM transaction.

Second, the CN/BC Rail consenf decree cleérly iltustrates tﬁc challenges in regulatory
intervention to solVQ vertical foréclosure concerns. The resulting documer_lt and process‘

necessitates s‘etting prices and service standards over a variety of markets and movements, with

“clear irriplementation challenges. A paréllel p£0¢ess for U.S.»—Mexico movements woﬂ}d' be
mﬁch more extensive, given ‘ghe relative complexity of TFM versus BC Rail, and would by
necessity involve the setting of Mexican rates and services. Thus, the CN/BC Rail agreement

’ : illustratés clearly thg alternative path the STB would gé down if it adopted UP’s

- recommendation to intervene in the negotiatjoﬁs of interline divisiOns and serviée. I strongly

bgli_eve that such a path would not represent good policy here given the facts of this casé.
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Conclusion: There Is No Bésis For Conditions As Requested By UP and BNSF

Even if the STB applies thé spirit of the new merger guidelines in this proceeding aﬁd

. determihes to adoét a more activist approach to vertical forecldsure issues, the;e is no basis fof
Board intervention in fhis casé in the ﬁamer of potentiaily fixing divisiéns or iﬁtervéning in
ihterline negotiations. UP and BNSF are ampfy protected by their enérmous igverage against

“any potential NAFTA Rail vertical foreclosure. Neithef the Tex Meﬁ nér TFM consolidation
will re;sult in increased pﬁ&s to shippers or the inefﬁéient foréclosuﬁre of UP/TFM or
BNSF/TM/TFM routings. Market conditions are sufficient to pre\;ent\~either transaction from

having anticompetitive effects.
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VERIFICATION

I, Curtis M. Grimm, verify undér penalty of perjury that I have read the ‘for‘egoing
statement and that it is true and correct, Further, I certify that I am qualified and

authorized to file this verified statement.

« Curtis M. Grimm
Signed: } 0 / / 3/9 9( (Date) -
STATE OF MARYLAND ) ss.
COUNTY OF PRINCE GEORGES )

Subscribed and sworx to beforé me
this § Z¥* day of October, 2004

Koweaa. WOkte

Notary Public Of The Sate Of Maryland ‘

| My commdssion expires: M



CERTIFICATE OF SERVICE '

IThave thls day served a copy of the foregomg Reply Of Kansas C1ty Southern The
Kansas C1ty Southern Rallway Company, Gateway Eastern Railway Company, And The Texas
’ Mex1can Railway Cornpany To Additional Comments Filed September 30, 2004 upon a11 other
’ partles of record by deposmng a copy in the U.S. mailin a properly addressed envelope with
adequate first-class postage ﬁereon prepaid of by other expeditious means. '

Dated: October 15, 2004

Tiam A, Mubits

- Attorney for Kansas City Southern,
The Kansas City Southern Railway
Company, and Gateway Eastern Railway
Company
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